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COMMENT AND OPINION 


Thought for the New Year 
ESOLVED that ‘Honesty is a greater 
handicap to a politician than to a 
journalist” was the subject of a debate 
held by the Chartered Accountants 
Students’ Society of London, England, 
recently. Our readers in Ontario may 
be amused. 


Some Observations 
on Income Tax Appeals 


IHE TAX REVIEW, November 1951, 
contains some interesting comments 


on “onus of proof” in tax appeals. Two 
of the cases cited, however, make one 
wonder if we should not have a discus- 
sion on the matter of at what point in 
tax proceedings should the parties come 
to agreement on whether or not the 


“proof” submitted is adequate. There 
seems to be no doubt that cases are 
brought before the Income Tax Appeal 
Board which should have been capable of 
settlement without recourse to that body. 

The report of Freitag v. MNR (The 
Tax Review, p. 201) appears to be one 
of these. Here it seems apparent that 
the appellant proved his case, while the 
Minister is not reported as having in- 
troduced anything factual in rebuttal. 
While the supplementary note of the 
editor of The Tax Review speaks of the 
“onus of proof” shifting during the 
course of a hearing, it seems to this 
writer that the sufficiency of proof can- 
not be determined until both sides have 


put forth their best efforts, and that be- 
cause one case is weaker than the other 
is no justification for saying that the onus 
of proof has shifted. The facts of this — 
case as reported indicate that the Minister 
had nothing to counter the evidence pro- 
duced by the appellant. It is inconceiv- 
able that he was taken by surprise at the 
hearing. What, then, was the point of 
law which the Minister hoped would 
turn the case in his favour or at what 
point is the Minister to decide when he 
should abandon his original view? Do 
the tax statutes give the Minister power 
to abandon his stand on the production 
of proof? 

The similar case of interest reported 
in the same issue of The Tax Review is 
Murray & Gregory Lid. v. MNR (p. 
203). As the statutes specifically exempt- 
ed from taxation for the 1949 taxation 
year “such part [of a 1948 balance of a 
reserve for bad debts] as the taxpayer 
establishes cannot reasonably be included 
therein”, at what point should the Min- 
ister be satisfied? We cannot believe 
that Parliament intended that each case 
of a difference of opinion between the 
Minister and a taxpayer could be de- 
cided only by the Income Tax Appeal 
Board or the Exchequer Court. Does 
there have to be a case precedent before 
the Minister throws in his hand? Has 
the word “reasonably” no significance to 
him? 

On the other hand, one wonders why 
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appellants do not throw in their hands 
at an earlier stage. Harvey Creamery 
Lid. v. MNR (p. 206) could be taken 
as an example. How can one argue 
(with hope of success) that a position in 
a commodity to be delivered at a future 
date is an investment, while physical 
possession of the same commodity for 
trading purposes is not? Is the profit 
of a security trader resulting from deals 
on an “as, if, and when” basis dis- 
tinguishable from profits on deals for 
settlement on the next clearing day? 
The cases of Bryk v. MNR (p. 204) 
and Havelock v. MNR (p. 207) were 
both brought to determine questions of 
fact and are on the same subject of pur- 
chases and sales of real estate. The 
appellant with a single transaction lost 
his case, the appellant with a series of 
transactions, all at a profit, had his appeal 
allowed. Both cases were heard by the 
same members of the Board. We will 
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content ourselves with saying that, if the 
Minister was looking for guidance on 
this subject, he did not get it. Perhaps 
it is the case that there can be no case 
law or precedent on questions of fact 
and that every case of this kind must re- 
solve itself to a contest as to whether 
or not the appellant is making and re- 
placing investments, the gain being mere- 
ly the lucky incident, or whether he is 
out to make a profit. We look forward 
to the time when the carryover provisions 
will bring forward a case in which an 
unsuccessful appellant for one year will 
be the successful appellant with respect to 
a loss in a succeeding year. When that 
time comes, it will emphasize the present 
argument that these decisions should not 
be permitted to turn on questions of fact. 
It is the statute which should describe as 
closely as possible what is to be con- 
sidered as brought within or without it. 





Presentation of 
Financial Information 





By F. S. Capon, C.A. 


There is an essential difference between the financial information 
desired by shareholders on the one hand and by management on the other 





NY business is in essence a series 

of related transactions, and the 
only way in which all of these transac- 
tions can be recorded for the purpose 
of measuring their effectiveness is to 
express each in terms of its price or 
value. Accounting is the process of 
recording, summarizing, analyzing, and 
interpreting the price-aggregates for 
all of these transactions. Financial 
information represents these recorded 
facts or any presentation of them. 


Two Classifications 
of Financial Information 

A concept of financial information 
can be explained in terms of tangible 
objects. Financial information is the 
navigational chart by which manage- 
ment steers the course of business from 
day to day, or it is the global maps 
by which owners decide the broad 
policies of their shipping line. The 
captain’s charts must show every shoal, 
current, deep, landmark, and potential 
danger, to say nothing of prevailing 
winds, pilotage fees, and harbour ex- 
penses. The shipowners, having faith 
in the captain whom they have placed 
in direct charge of their assets, need 
only a terrestial globe showing the 


main geographical subdivisions of the 
world. The shipowner is concerned 
only with the broad policies of ship- 
ping and the ultimate ports of call, 
but the captain must run the ship 
from day to day under every conceiv- 
able set of conditions. What his charts 
and instruments are to him, financial 
information is to management — and 
what the globe is to owners, financial 
information is to shareholders. 


Essential Differences 


Before considering each of the two 
classifications of financial information 
— internal and published — in greater 
detail, a few comments on the essen- 
tial differences between the two may 
be helpful. 

Basically, shareholders are primar- 
ily interested in a picture of the entire 
operation: they want to see how their 
business has done as a whole. They 
have not been close enough to the 
everyday details to be able to evaluate 
separately the various pieces of the 
business jigsaw puzzle, and detailed 
breakdowns are therefore more likely 
to be confusing than helpful. Man- 
agement, on the other hand, must have 
details of results for each phase of the 
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operations if it is to do an effec- 
tive job of administration and co- 
ordination. | Management has made 
the individual decisions on which each 
section of the organization has oper- 
ated, and it must be able to see the 
effects of these decisions. Manage- 
ment needs detailed information in or- 
der to run the business, whereas own- 
ers need general, concise information 
to satisfy themselves of the manner in 
which their assets are being managed. 
There is a degree of inflexibility in- 
troduced into published financial infor- 
mation by law, and there is an even 
greater degree of inflexibility stem- 
ming from “generally accepted ac- 
counting practices” which must be ob- 
served if clear audit certificates are to 
be forthcoming. No such inflexibility 
exists opposite information prepared 
for management. ‘This information 
can be tailored to meet the specific 
needs of each organization, and form 
of presentation can, and should, vary 
from time to time within each organi- 
zation if the clearest presentation of 
particular facts is to be made. 


Published Information: 
Requirements of Disclosure 

The first consideration regarding 
published financial information is, of 
course, the legal requirements con- 
tained in the Act under which the com- 
pany is incorporated. Before pro- 
ducing financial information for share- 
holders, the accountant must be fully 
conversant with the requirements im- 
posed by the appropriate law. 

For many years, business said, ‘““The 
law says how much information we 
have to give, and we would be foolish 
to give more; it would be harmful to 
shareholders and helpful to competi- 
tors to publish any more than the 
minimum.” In recent years, enlighten- 
ed management has departed a long 
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way from this narrow concept. By 
keeping shareholders, and particularly 
the public, in the dark, business prob- 
ably did much to foster an atmosphere 
of suspicion against itself. Apparent- 
ly, it had something to hide! In act- 
ual fact, of course, the vast majority 
of companies had nothing to hide, but 
they had done little to help the pub- 
lic to think clearly opposite the as- 
tonishing charges hurled at business in 
recent years. It will be many years 
before the general attitude of sus- 
picion of business (and particularly big 
business) is overcome, and the ques- 
tion of disclosure of information may 
be close to the root of the entire prob- 
lem. 


Extent of Disclosure 


Industry, through the control of 
much of the nation’s capital holds tre- 
mendous economic power, and its stew- 
ardship of this capital is a matter for 
legitimate public interest. Neverthe 
less, neither shareholders nor the pub- 
lic are the least bit concerned in every 
detail of a business. They want to see 
a broad picture and business wants 
them to have faith in its principles 
and policies. The old excuse that the 
information which shareholders would 
like would be damaging if available to 
competitors has long since been dis- 
credited. You can take it for granted 
that competitors know as much about 
your business as you do about theirs 
— and if you don’t know much about 
them, you can assume that they are 
well ahead of you. 

On the other hand, shareholders and 
the public should not be swamped with 
masses of detail. Verbosity is prob- 
ably the cardinal sin in financial (or 
any other form of) reporting. The 
concise report will always command a 
better reception than the verbose. The 
report which is brief, simple, and to 





Presentation of Financial Information 


the point will always gets its story 
across. The essential aim is to disclose 
those points which are most likely to 
be helpful and which aid in giving a 
fair, broad view of accomplishments. 

Over the years, and particularly 
since the enactment of the new 
Companies Act (Canada) in 1934, pub- 
lished financial statements have taken 
on a relatively rigid form. There 
seems to be a general impression that 
the form of statements is set forth in 
the Companies Act itself. This is not 
so. Section 112 of the Act lists specific 
information which must be contained 
in the official annual report, but it does 
not set forth any particular method 
of presentation. If an auditor is con- 
vinced that any individual form of 
presentation does not produce a mis- 
leading picture of the company’s re- 
sults, he should be prepared to give an 
unqualified certificate, even though the 
form may be quite unorthodox. In 
the US., where Companies Act re- 
quirements on financial information 
are much less formal, many different 
types of published financial statements 
have been devised, and it seems to me 
that Canadian companies are capable 
of just as much originality as our 
neighbours to the south. Develop a 
method of presentation best suited to 
specific conditions and then be sure 
that legal requirements have been com- 
plied with. 

“Fairy Tale” Statements 


There has been a tendency for some 
people to favour what is known as the 
“fairy tale” statement. We all agree 
that it is important to try to avoid 
technical terminology in financial in- 
formation for public consumption. 
This can, however, be done without 
going nearly as far as the “fairy tale” 
statement. No one appreciates being 


written down to, and there is always 
a real appreciation of the simple, direct, 
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and dignified approach. Shareholders 
will have greater confidence in a man- 
agement which addresses them as 
adults who have a reasonable grasp of 
business affairs. 
Technical Aids 

The usual annual report to share- 
holders now contains much more than 
the annual balance sheet and income 
statement. It has been said that the 
president’s report accompanying these 
statements is not a problem of the fi- 
nancial officers, but since the prime rea- 
son for the report is financial, the fi- 
nancial officer inevitably has a great 
deal to do with the entire report. It is 
in the sections of the report other than 
formal statements that the accountant 
finds he is able to present financial in- 
formation in a far more readily under- 
standable manner. The use of charts, 
tabulations, and illustrations in annual 
reports has grown tremendously in re- 
cent years. These technical aids to pre- 
sentation can certainly assist in getting 
a story across, and if you can make a 
single point by means of visual pre- 
sentation, you are much farther ahead 
than if you had endeavoured to make 
it with a full paragraph of narrative 
text. The one great danger in charts 
is the tendency to put too much on 
one chart. Unless it tells its story at 








pels G wie. 320 


£ TU EPY 


| 








6 The Canadian Chartered Accountant, January, 1952 


first glance, a chart is probably con- 
fusing and largely valueless. 

There is one more point to notice 
regarding published statements. The 
Companies Act requires no more than 
financial information for one year in 
each annual report. In many companies, 
information for one year is of limited 
value and in these cases, comparative 
figures for the preceding year are the 
minimum which should be given. Pub- 
lic companies, however, appear to be 
adopting the practice of providing 
comparisons of more important figures 
for a longer number of years in order 
that shareholders can obtain some per- 
spective. It is in this section of the 
published financial information where 
charts and tabulations can be of the 
greatest assistance. 


Internal Statements 


One qualification is essential to the 
preparation of any form of internal 
financial information: namely, the ac- 
countant must know his management 
Organization and its problems inti- 
mately before he attempts to design 
the form for presentation of internal 
financial information. He must know 
the personal views of the individuals 
at the administrative management level, 
because he must present financial infor- 
mation in the way in which it is most 
acceptable and understandable to them 
if they are going to read it. The men 
in administrative management will 
have varied backgrounds, and within 
any company these backgrounds them- 
selves will vary from time to time. 
He must therefore be ready to change 
his financial reporting outlook and 
structure from time to time. To re- 
peat, the first problem in presenta- 
tion of internal financial information 
is to know and understand the com- 
pany’s organization. 

The second most important step is to 


establish the earliest possible date for 
the release of financial information, and 
then take the necessary steps to ensure 
that the date is rigidly observed no mat- 
ter what difficulties may arise. If fi- 
nancial information is to be of any 
real value, it must be available promptly. 
To return to our first comparison, there 
is no point in handing the captain a 
chart after he has hit the reef. 

The third factor in the preparation of 
internal financial information is the act- 
ual physical presentation of the material. 
A great deal of time will have been 
spent by highly skilled technicians in the 
preparation of most financial data. With 
a little extra effort and very little addi- 
tional expense, the finished job can be 
presented in a form which will create 
an immediate impression that it is an 
important piece of work and deserves 
attention. If you receive a lengthy 
memorandum on inferior grade paper, 
poorly typed, and fastened with a paper 
clip, your own reaction will inevitably be 
unfavourable. If you receive the same 
memorandum on good grade paper, 
bound in a cover (even though it be a 
paper cover) with every copy fully 
legible, you are far more likely to ap- 
proach it in a favourable frame of mind. 


Flexibility of Internal Statements 


These three essential features have to 
do with the acceptance of financial in- 
formation but the information itself is of 
course of paramount importance. The 
accountant has complete flexibility in all 
forms of internal statements. There are 
no Companies Act provisions to worry 
about, neither does he have to think of 
the feelings of professional auditors. He 
is on his own with a free hand to pro- 
duce the information in the manner best 
suited to his own company’s require- 
ments. In order to provide reasonable 
continuity, he will inevitably set up spe- 
cific forms for regular operating state- 
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ments and reports, and non-recurring or 
specific financial information will have 
to be presented in the manner most ap- 
propriate in each case. 

For regular financial reports on oper- 
ating results, the general lines of pub- 
lished information may be followed with 
detailed supporting schedules, or one may 
launch out into forms of decentralized 
reporting by products, by plants, by geo- 
graphic distribution, and so forth. 
narrative presentation of operating re- 
sults, supported where necessary by tab- 
ulations, charts and schedules, is usually 
clearer for management to understand 
than a series of technical financial state- 
ments or cost sheets. Management is 
often no more trained to read financial 
statements than the accountant is train- 
ed to read blueprints or chemical form- 
ulae, and that is why the accountant 
should interpret his statements in simple 
narrative, using illustrations to drive 
home the points he wishes to make. In 
the narrative report, it is particularly 
important to avoid accounting termin- 
ology and at the same time to ensure 
that there can be no misunderstanding 
of what is being said. Accountants at- 
tach very special meanings to everyday 
words, and the lay reader may miss these 
meanings completely. It is at this stage 
that it becomes so important for the ac- 
countant to know his organization, be- 
cause he must know the interpretation 
that management will place upon the re- 
marks he makes and the words he uses. 


iNeed for Simplification 

One point to bear in mind, and one 
which incidentally applies also to pub- 
lished information, is the fact that bal- 
ancing totals are often confusing to the 
layman. There is no need to produce 
evidence to management or sharehold- 
ers that the books have been balanced. 
In these modern times, this can be taken 
for granted. If you get away from the 
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thought that financial information must 
produce balancing totals where possible, 
you will find that there is much greater 
flexibility in the preparation of state- 
ments. 

Another aid in simplifying financial 
statements, tabulations, or schedules is 
the approximation of all figures. Some 
companies have eliminated cents in all 
their accounting records. This clerical 
device results automatically in the pro- 
ducing of all figures in even dollars. 
For internal reporting, however, one can 
afford to go very much farther. In the 
majority of companies, balance sheet 
and income statement figures produced 
to the nearest thousand dollars would 
sacrifice little accuracy. Round figures 
are infinitely easier to read than are fig- 
ures which start out in the millions of 
dollars and end with cents. In many 
tabulations, it is a good thing to omit 
the zeros and if your figures are ap- 
proximated to the nearest thousand, the 
tabulation will be much briefer and 
much easier to grasp quickly. This ap- 
proximation of figures is particularly 
valuable in narrative financial reporting 
where complicated figures tend to trip 
the quick reader. 


Need for Originality 

A small point on financial statements, 
but one which is worth remembering, is 
that many accountants have developed a 
habit of working from the previous 
statement or report. There is no better 
way to produce stereotyped information 
than to follow the previous form slav- 
ishly. There is probably no more ef- 
fective way to send management to sleep 
than to give them the same old state- 
ments and the same old reports with 
slightly different figures. Accountants 
have complete flexibility in the design of 
internal financial information and it is 
sound advice to use that flexibility to 
the utmost. By this means, they can 
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avoid getting into the rut of set forms 
and will force themselves and their 
assistants to make thorough analyses of 
results and express them in original 
ways. 

For internal purposes, historical fi- 
nancial data is not enough. Management 
must see where it is going as well as 
where it has been. Planning for future 
sales, costs, capital requirements, and 
so forth is vital to the success of any 
company. Each successful company un- 
doubtedly starts the year with a finan- 
cial plan for at least one year ahead, 
whether it is called a forecast, a budget, 
or something else. The periodic internal 
financial report inevitably includes reg- 
ular revisions of the financial plan and 
also comparisons, with comments, of act- 
ual results with the plan. For published 
accounts, the need is for historical com- 
parisons to give shareholders the per- 
spective. For internal statements the 
need is for comparisons with future plan 
just as much as with performance in pre- 


vious period. 


Accounting Concepts 

Some remarks on basic accounting con- 
cepts may not be out of place — par- 
ticularly on those concepts which bear 
directly on presentation of financial in- 
formation. 

Financial statements have little value 
unless they are based on the use of 
sound accounting concepts consistently 
followed from one period to another. 
In practice, the particular concept which 
any company decides to follow is prob- 
ably less important than the fact that 
it be followed consistently. You can, if 
you like, value your inventories at one- 
tenth of their cost and, providing you 
do this consistently for years, the finan- 
cial results you report throughout the 
period will probably present a reason- 
able picture. Make sure that your ac- 
counting staff is thoroughly familiar with 


the concepts you have adopted for the 
recording of financial information and 
then make sure that changes in these 
concepts are kept to a minimum. From 
time to time, specific accounting prin- 
ciples have to be changed for one reason 
or another. When this happens, it is 
wise to adjust all comparative figures so 
that any future comparisons will be made 
with figures using the same accounting 
principles. 


The Basic Concepts 

The underlying accounting concept 
binding all financial statements is that 
of the continuing nature of the business 
entity. We assume that our companies 
have an enduring existence, and our 
financial statements are therefore not con- 
cerned with such things as liquidation 
values. This thought leads into another 
most important concept: cost versus 
value. A great deal has been written 
recently on the need for financial state- 
ments to reflect replacement value rather 
than cost for fixed assets, depreciation 
charges, and other items in the account. 
It has been stated by some that produc- 
tion cost figures which do not allow 
for depreciation based on replacement 
values are unrealistic, while others have 
stated just as dogmatically that the task 
of accéuntancy is to record cost and not 
to embark on unknown ventures into 
the realm of economics. 

The tremendous changes in monetary 
values which have taken place within 
the past few years have not posed ac- 
countants with a new problem. They 
have merely highlighted a problem which 
has always existed. In an official re- 
lease dated August 1, 1951, the American 
Accounting Association has stated that 
financial accounts should, for the time 
being, reflect cost figures but that “man- 
agement may properly include in period- 
ical reports to stockholders comprehens- 
ive supporting statements which present 
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the effect of the fluctuation in the value 
of the dollar upon net income and upon 
financial position”. If that is now con- 
sidered good practice for public accounts, 
it is even more important that internal 
statements prepared for use by manage- 
ment should show results in terms of 
value as well as in terms of cost. 


Consolidated Statements 

Another basic concept is that the fin- 
ancial statements of a company refer to 
the business as an entity rather than to 
the financial position of the individual 
owners and, therefore, that statements 
should be designed to show the results 
for the enterprise as such rather than 
changes in shareholders’ equity. If we 
follow this thought through, we come 
to the basic problem involved in consol- 
idating financial statements. Much has 
been written both for and against con- 
solidated statements, but the decision 
whether or not to consolidate appears 
to be relatively simple if accepted from 
the viewpoint of the entity theory. 

If a company holds controlling inter- 
ests in other companies in the same or 
closely related lines of business, it is not 
giving its shareholders a picture of the 
true extent of its operations unless it 
presents a complete view for the entire 
group of companies. Conversely, if an 
investment holding company holds con- 
trolling interests in a number of compan- 
ies in entirely different lines of business, 
it should not produce financial state- 
ments consolidating the operating re- 
sults of these subsidiaries. It would, 
in fact, be more confusing than useful 
to a shareholder of the parent company 
to obtain sales and cost figures for a 
conglomeration of entirely unrelated 
operations. It is of little value to say 
that the sum of three apples, four 
oran and a bunch of grapes is a 
bowl of fruit salad. The entity theory 
argues that the problem of consolida- 
tion can be boiled down to economic 
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entities. If the businesses of a parent 
company and its subsidiaries are homo- 
geneous, its financial results should be 
presented in consolidated form. If the 
businesses are not homogeneous, con- 
solidated statements are generally mis- 
leading. 


Elimination of the Surplus Account 

A concept bearing directly on pres- 
entation of financial information is 
the “all-inclusive” definition of net in- 
come for a period. By this definition 
net income for any period is the dif- 
ference between the assets less liabili- 
ties at the end and at the beginning 
of the period. The moment this con- 
cept is accepted, the peculiar account- 
ing device called the “surplus account” 
is automatically eliminated, because all 
asset changes whether recurring or 
non-recurring inevitably flow through 
the income statement. It will, of 
course, be recognized that such an in- 
come statement would have to be split 
into two parts, the first part to show 
the net income from operations for the 
period and the second part to show 
other asset changes during the period, 
no matter what the source. This form 
of statement is usually found to be 
very much less confusing to the lay- 
man, and accountants would in fact 
make a worthwhile contribution to 
business if they eliminated the word 
“surplus” from their vocabulary. 

Insistence Upon Objectivity 

One final thought on the presenta- 
tion of financial data is really the es- 
sence of the whole subject. To be 
of any real value, the accountant 
must always be objective. When pre- 
paring internal statements, he must give 
management a complete picture without 
coloring. In many organizations, the 


accountant is the only officer who is truly 
objective because he is seldom pleading 
The pressures against objec- 


a cause. 











10 





tivity are tremendous but they must be 
resisted. 


On occasions, management has been 
known to depart somewhat from strict 
objectivity in interpreting financial data 
to owners or the public, but in such a 
case management makes a decision for 
which it takes the responsibility insofar 
as published statements are concerned. 
The external auditor is the watchdog 
for owners to guard against misrepre- 
sentation. Industrial accountants have 
full responsibility to keep management 
thoroughly and accurately informed. This 
whole problem was considered so im- 
portant by Paton and Littleton that they 
opened their monograph on corporate 
accounting standards with the following 
paragraph: 

The election of directors to represent 
absentee investors and the employment of 
operating executives or managers by the 
directors have created certain lines of re- 
sponsibility: staff members to the execu- 
tive who selected them; executives to the 
board of directors; directors to the con- 
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trolling body of stockholders. In this 
framework the judgment and decision of 
individuals are not wholly independent; 
instead they are often accommodated to 
the expected reaction of those at the next 
level of authority. As a result the in- 
terests of various classes of investors may 
not receive the balanced consideration they 
deserve. In particular cases there may be 
a strong urge to increase immediate profits 
in any possible manner, or at least to re- 
port increased profits if any way to do 
so can be found. Similarly the group in 
control may under some circumstances 
desire to minimize, in the statements, the 
reported earning power of the enterprise. 
The job of the accountant in industry 
is to record all financial data accurately 
and then present it in appropriate form, 
retaining objectivity at all times. No 
task in industry is more important to 
the ultimate success of the free enterprise 
system. Financial information is the 
stock-in-trade of the accountant, and his 
entire success depends upon the way in 
which he presents that information. 





A Ledger Synoptic: 


For the Smaller Business 





By Robert E. Trew 


The advent of the machine has spelled 
the doom of the bookkeeper as we used to know him 





_ fine art of bookkeeping is dying 
a slow death. There are many 
varied and highly publicized substi- 
tutes for this ancient and underpublicized 
calling, and the people needed to re- 
plenish its ranks are either entering them 
undertrained and poorly guided or are 
becoming instead the technicians required 
to operate modern “E-Z-Y” systems of 
recording transactions. The only latently 
good bookkeepers today are called ac- 
countants, but they are reserved for less 
menial tasks than the devotion to elab- 
orate penmanship and impossible ad- 
ditions. 


Lo! the Vanishing Bookkeeper 

While we may like to keep book- 
keeping or bookkeepers alive to a 
small extent, at least, they seem des- 
tined to follow the fate of the black- 
smith. There was always and always 
will be an economic use for horses, 
however limited, in rural communities, 
but only in the cities where a large 
number of horses were congregated to 
perform deliveries for dairies and 
bakeries was it profitable to maintain 
a blacksmith. Many farmers are, and 
will be, forced to mechanize their plant 
not because animal power is outdated 
altogether but because it is outdated 


enough to cause a decline in the main- 
tenance and furnishing trades, and 
without these it is impossible to main- 
tain animal power for other than de- 
sultory employment. 

Thus, we may see a cumulative and 
abrupt decline in the methods of book- 
keeping as they have been known. 
There are still many people in smaller 
offices loosely referred to as “the book- 
keeper” but this is a convenient mis- 
nomer for the combination credit man- 
ager, office supervisor, sales manager, 
buyer, accountant, etc. who may do a 
little bookkeeping as well. 

Whether or not the new methods 
before us are better does not seem im- 
portant now that they are here, for no 
doubt they are here to stay. Certainly 
they are labour-saving and in many 
cases cheaper. Sometimes they do 
more and better work and sometimes 
they do not. The intelligence of ma- 
chines is limited and a system is only 
as good as its originator. Neverthe- 
less their advent has spelled the down- 
fall of bookkeeping as such. 


In the smaller business it is not al- 
ways possible or financially advisable 
to bring in a modern system. In buy- 
ing a machine the businessman not 
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only has to make a heavy capital out- 
lay but also he has to hire an expensive 
operator who is not usually available 
for other work if the need arises. Fur- 
thermore the machine may be idle for 
long periods. Business forms can, of 
course, be utilized by the smaller busi- 
ness and can alleviate some of the bur- 
den but forms are not books and a 
really good system is expensive: it 
costs as much to install one in a small 
business as it does in a very large one. 
Business-form companies are not in- 
terested in custom-building a system 
for a small business. 


The public accountant has the re- 
sponsibility for caring for the casual- 
ties in this bookkeeping blitz. How- 
ever, after the businessman has paid 
his debt to society in the form of taxes, 
via the public accountant, there is not 
too much left for maintenance of a 
proper set of records by a highly paid 
specialist who is unfortunately the only 
continuing agency capable of perform- 
ing those duties properly. If the busi- 
nessman can keep, or cause to be kept 
by a relatively low salaried employee, 
a simple but complete set of accounts 
he will not only be able to use the in- 
formation as he needs it — which is 
often impossible when an outside 
agency does the work even if it is done 
monthly — but he will also have re- 
corded all the pertinent tax informa- 
tion as it comes to hand. He will not 
be forced to leave his finances exposed 
to the disinterested guess of a tax as- 
sessor, or have his conscience troubled 
by the profit which his accountant was 
unable to find because of incomplete 
records. 


Solution Lies in Simplification 

The solution lies partly in a simpli- 
fication of the present manual systems 
in order that relatively unskilled la- 
bour may take over the work form- 
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erly done by old-line bookkeepers. In 
a sense this will lighten the labour 
bill, or the time bill; however, there 
will be costs of installation and main- 
tenance of the system itself. 


Very briefly, what is there about 
modern methods which save labour 
and make for labour accuracy? The an- 
swer is usually something like this: 
“, . . preparation of more than one 
record from the same and initial regis- 
tration of a transaction”. Business 
forms, for instance, record a single 
transaction several times over and the 
physical manipulation of these dupli- 
cate slips, or vouchers, saves rewrit- 
ing everything later in journals and 
posting to subsidiary ledgers the events 
which have taken place. Machine ac- 
counting does not do away with jour- 
nals and ledgers: rather it prepares 
them simultaneously. Once a trans- 
action has been put into the machine 
properly it can be moved about without 
any of the attendant manual errors in 
transcription and, at the time the vari- 
ous entries are made, they become ad- 
ditive. Adding, or the broader func- 
tion of balancing, constitutes one of 
the most labour-consuming activities in 
bookkeeping, and to do away with any 
part of these activities will save much 
time. 

Yet these two methods of simplifi- 
cation, namely posting and adding, 
can be recruited in a completely man- 
ual system as well, but with a subse- 
quent, though not always serious loss 
to form. If all necessary information 
can be found easily and quickly in jour- 
nal form, is there any necessity in post- 
ing to the general ledger or any other 
ledger many times a year? If posting 
is reduced, so is balancing. Once the 
journals are balanced is there any vir- 
tue in putting them out of balance by 
transferring them to a ledger? The 
ledger contains nothing more or less 
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than what is contained in the journals. 
True it has a different form and im- 
parts different information, but can- 
not a journal be drawn up to give this 
same information? 


Using a Synoptic Journal 

Using a synoptic journal with ac- 
commodations for all types of entries 
normally posted from separate books 
of original entry and with very de- 
tailed distribution, we can obtain 
some semblance of general ledger re- 
sults. If we consider the system in 
its simplest manifestation and with no 
subsidiary ledgers involved, the 
amounts in the general ledger at the 
time of any change-over would have 
to be first entered in their respective 
columns in the synoptic. The colum- 
nar headings of the synoptic might 
read as follows: Assets (not including 
bank), Bank (debit and credit if de- 
sired), Liabilities, Sales, Purchases, and 
then the various distributions of ex- 
pense. Totals ate simply carried for- 
ward from page to page and at the 
year end the assets and liabilities col- 
umns are analyzed and posted. At any 
time the synoptic can be added to date, 
and the amount of business done and 
profits realized can be determined al- 
most at sight. 


The synoptic can be used for pay- 
rolls very easily. The deduction and 
remittance columns for income tax, un- 
employment insurance, etc. can be 
grouped with the other asset and lia- 
bility columns. Debit and credit con- 
trol columns can be set up for accounts 
payable or receivable by using the 
voucher system or by posting direct 
from the synoptic. The control bal- 
ance can be read by merely adding the 
columns te date. If the number of 
accounts in either of these two sub- 
sidiary ledgers is not large and entries 
are not summarized before inclusion in 
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the synoptic, individual accounts can 
be cross-entered when paid or col- 
lected, and the net control balance 
should equal all the unmarked entries 
in the body above. Comparative aging 
of accounts can be accomplished by 
sight. 

Movements in the various fixed as- 
sets if frequent can be recorded in 
columns of their own. 


A Drawback 


One chief drawback to this system is 
that the monthly accumulation in the 
sales, purchase, and expense accounts 
are not readily apparent. One method 
of overcoming this is to carry forward 
the current monthly balance in the 
columns desired separate from the 
cumulative balance, adding them to- 
gether on the last page of the cur- 
rent month. A_ statement, particu- 
larly an operating statement, showing 
cumulative and monthly transactions 
can be easily taken off directly from 
the synoptic and entered on a prede- 
signed form by anyone, without all the 
fuss of work-sheets. Should monthly 
adjustments be necessary, they can be 
made in the synoptic after the month 
is added and simply ignored when the 
balances are carried forward to the 
next month. Monthly statements, and 
particularly year end statements, should 
be drawn up and kept in such a way 
that ready comparisons, usually pro- 
vided by the general ledger, will be 
possible. 
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It is quite possible that under such 
a system the general ledger will be 
little used; nevertheless, it can be 
maintained as a permanent record of 
balance sheet items and can be made 
as a repository of periodic statements 
and schedules for information pur- 
poses. Furthermore, monthly postings 
from several books of original entry 
take up a notorious amount of room 
on ordinary ledger sheets. By discon- 
tinuing most of these postings a much 
longer financial period can be reviewed 
than is the case in the ordinary ledger 
now. 

One attribute of such a system is 
that you will never hear of a case 
where the general ledger is not posted. 
As long as the synoptic has been en- 
tered and added there is no need of 
posting anything. Audit time would 
be slashed, leaving the public account- 
ant more time to attend to the all im- 
portant problem of taxation. The ad- 
vantage that such a system has over 
some of the modern methods and sys- 
tems which are presenting themselves, 
in an array of advertising colour, is 
that there is nothing special to buy, 
no “salesman will call” to dig into 
the private affairs of anybody, and, at 
any time, the system can be changed 
back to something more conventional. 


Minimum Skill Needed 

Furthermore the technical skill re- 
quired to operate such a system suc- 
cessfully is not great. While the es- 
sential characteristics of debit and 
credit are preserved, the set-up of 
columns and headings can be such that 
the person doing the work need not 
have any strong foundation in the basic 
theory of accounts. 

Even in the case of a good-sized 
business where an accounting machine 
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is employed profitably, particularly for 
posting subsidiary ledgers, and also 
rightly or wrongly for posting the gen- 
eral ledger, a ledger synoptic, with 
variations, could be entered by the ma- 
chine. And certainly there is no draw- 
back involved when a voucher system 
is used for subsidiary ledgers. Un- 
fortunately the size of expense distri- 
bution would interfere with a wide ap- 
plication of ledger synoptics to larger 
firms. 

In the illustration on p. 15 which 
is more detailed than necessary, an out- 
side, quick-reference column is provid- 
ed to indicate outstanding amounts in 
the bank columns and also, if desired, 
in the accounts payable and receivable. 
One way to abridge the unwieldy 
length to which the synoptic could 
run is by the consolidation of entries 
on an adding-machine tape where 
vouchers are similarly distributed. To 
seek out various types of entries in- 
dented guide lines are shown for use 
when the entries are made. 

If the intention is to employ rela- 
tively unskilled labour in the prepara- 
tion of the synoptic, columnar headings 
can be changed to show increases or 
decreases rather than debit or credit 
balances and also to this end columns 
may be relocated from the illustrated 
balance sheet and operating differen- 
tiation to one which will speed entry 
time. For instance, columns usually 
carrying debit balances can be grouped 
on one side of the page leaving the 
other side for credit balances. 

While labour-saving devices in prac- 
tice are a question of fact not theory, 
some stimulation is needed to bring 
into being the necessary counter mea- 
sures to correct certain unwanted con- 
ditions which come to pass in all fields 
of endeavour. 
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Current Trends in 
The Federal Tax Field 





By Monteath Douglas 
Director, The Canadian Tax Foundation 


The increase in tax rates, the growing 
complexity of the tax law, and the problem of 
administration, raise the question of making taxation tolerable 





peepee it for granted that we are 
all constantly aware of the enormous 
increase in taxation that has taken place 
during the past 12 years, which really 
marks the beginning of a new era of 
tax experience for this country, and of 
the prospect that it will continue as far 
into the future as we can foresee in the 
present state of the world, the particular 
points to which I wish to direct attention 
are, first, the progress that has been made 
during the same period in improving our 
tax system and, secondly, the question of 
its continued improvement in future. 
While the income tax occupies the centre 
of the picture, other federal tax instru- 
ments also deserve attention. This is 
equally true of provincial and local tax- 
ation as well, which raise certain ques- 
tions that are perhaps more urgent, pre- 
cisely because they are more difficult to 
see as a whole; but we cannot go beyond 
the federal field in this paper. 


One Source of Taxes 
Tax laws have to operate according 
to distinctive and sometimes artificial 
concepts, and the revenue derived from 
them is conventionally divided in the 
government accounts according to sep- 


arate tax sources. Before discussing the 
subject in these terms it is worth re- 
membering that there is really only one 
tax source: namely, the personal income 
of the individual citizen. I mean “per- 
sonal income’, not as defined in the 
Income Tax Act which has to pick out 
particular elements of income in order 
to bring them into its net, but under- 
stood simply as all the tangible assets 
that each person manages to lay claim 
to in successive periods of his life. 
Taxation can be shortly described as the 
process of intercepting these individual 
claims, or some of them, in order to 
assert a prior claim in the name of the 
government. 


So far as the elements of the matter 
are concerned it makes no difference 
whether a tax is nominally directed at a 
deceased person, a dividend, or a dog. 
All jurisdictions proceed according to 
the same objective, which is to put a 
finger on something that the taxpayer 
means to do or to possess, and then at- 
tach a financial liability as the condition 
of his doing or possessing it. If you 
look at it this way, liability to income 
tax is the condition of earning a living 
in the country of the taxpayer's choice; 
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sales tax is the condition of seller and 
buyer meeting in the market; succession 
duties are the condition of bequest and 
inheritance; and so on through all jur- 
isdictions with respect to the principal 
ambitions, enjoyments, and events that 
characterize the human species and de- 
note some capacity to pay on the part 
of its up-and-coming members. 

This is the civilized procedure, by 
contrast with the practice of loot and 
extortion which still goes on, and it 
works well provided that the results are 
sanctioned by general consent and so long 
as the conditions which the tax laws 
attach to the activities at which they are 
directed do not discourage these activi- 
ties themselves. It requires and also 
brings about an enduring toughness and 
resignation on the taxpayers’ part, as is 
well illustrated by the lapse of eighteen 
centuries between the observation of the 
historian Tacitus that the ancient Britons 
paid their taxes cheerfully provided they 
had no reason to complain of oppres- 
sion, and the recent will of a modern 
Briton who directed that his mortal re- 
mains should be cremated and the ashes 
scattered over Somerset House. It also 
requires a resourceful and responsive 
attitude on the part of the tax authori- 
ties, not only in their efforts to attach 
enforceable conditions to the taxpayers’ 
exposed areas, which are by now well- 
defined and well-tagged, but also in their 
ability to make these conditions accept- 
able, or at least tolerable. 


Making Taxation Tolerable 


It is my own opinion that the Cana- 
dian tax authorities have a good record 
in both respects, but my remarks are 
particularly concerned with the matter 
of making tax laws tolerable. It has 


indeed been necessary to do many things 
in order to secure tolerable conditions 
in view of the levels to which taxes 
have risen, and this process of improve- 
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ment and relieving adjustment will have 
to continue. One might even go fur- 
ther and say that the results could per- 
haps be promoted from tolerable to 
acceptable if the tax authorities could 
only rid their minds of certain cynical 
misapprehensions, such as, for example, 
that the holy estate of matrimony was 
instituted to conceal misdemeanours 
against the revenue, or that blood rela- 
tions are congenitally incapable of deal- 
ing with each other at arms-length. 

In Canada today this problem of mak- 
ing taxation tolerable, and keeping it 
so, has three distinct factors which in- 
teract on one another. First, there is the 
aggregate level of all taxes taken to- 
gether; secondly, there is the conflict 
of tax powers between different levels 
of government; and thirdly, there are the 
provisions and the administration of the 
tax laws themselves. Short comments 
on the first two factors will help to 
show the third in clearer relief. 


Fiscal Needs and 
Taxpayers’ Resistance 


As regards the level of taxation in the 
federal field alone it appears that “‘fiscal 
necessity”” (I use this expression in pref- 
erence to “revenue requirements” be- 
cause it includes the element of a budget 
surplus which I believe to be a desirable 
objective at this stage of the defence 
program) is now pressing against tax- 
payers’ resistance about as hard as is 
compatible with political stability and 
maximum personal exertion under the 
present condition of the cold war. If 
hostilities were to spread, and certainly 
if open war should come, taxation could 
be considerably increased and people 
would expect it. But living as we are 
in the political atmosphere of peace- 
time, we can see the limits of tax re- 
sistance approximately reached in every 
direction. 
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Mr. Monteath Douglas came to 
Canada from England 25 years 
ago. On graduation from the 
University of Toronto in 1932, 
he joined the Bank of Montreal 
and was appointed economist of 
the Bank five years later. In 
1942 he went to Washington as 
associate director of the Wash- 
ington Division, Wartime Prices 
and Trade Board, and after three 
years there returned to the Bank 
of Montreal as a credit officer. 
In 1946 he was appointed direc- 
tor of the newly formed Canadian 
Tax Foundation, established af- 
ter the war by the joint action 
of the Canadian Bar Association 
and the Canadian Institute of 
Chartered Accountants. 





1. The Personal Income Tax 

In the personal income tax, which is 
very far from being a universal tax 
because it covers less than half the 
working population, there is no room 
on the score of equity or expediency 
for reducing the present exemption limits 
or for making the progression of the 
rate structure any steeper in the upper 
brackets. That is to say, the income 
tax cannot now be made appreciably 
stiffer either downwards or upwards. 
When the 20% defence surtax becomes 
fully effective next year a marginal rate 
of 48% will be applicable to taxable 
income in excess of $12,000. In other 
words, a taxable income of $12,000 
now marks the approximate point, as 
near as you can come to it in round 
figures under the rate schedule, at which 
a taxpayer begins to realize only about 
half of any additional earnings from 
extra exertion or risk. Before the last 
budget this point was a taxable income 
of $25,000. The psychological 50-50 
point between the taxpayer and the gov- 
ernment has been brought down from 


$25,000 to $12,000. In the brackets 
above this point, of course, the ratio of 
tax to retained income increases by sub- 
stantial degrees. I do not think it is 
possible to press this situation further 
without serious effect on incentives in 
an area where discouragement of re- 
sourceful effort is most dangerous to the 
economy. 


2. The Corporation Income Tax 

As regards the corporation income tax, 
the effective rate on profits over $10,000, 
taking the provincial taxes also into con- 
sideration, is now over 50%. Recogniz- 
ing that corporation taxes involve double 
taxation of distributed profits, and that 
undistributed profits represent a major 
source of capital investment for indus- 
trial expansion (to say nothing of re- 
placement of assets at increased prices), 
the Minister of Finance expressed the 
opinion in his last budget speech that 
it is bad psychology to let people feel 
that more than half of any income earned 
or saved will go to the government, and 
said that he was not happy about cor- 
poration income tax rates going above 
50%. Most responsible people would 
agree with him. There is also the im- 
portant consideration that under condi- 
tions of inflation over a period of time 
an increase rate of tax on incorporated 
business spreads through the price system 
and eventually becomes a tax on con- 
sumers, and in some cases on its em- 
ployees too by preventing higher wages. 


3. The General Sales Tax 

As regards the general sales tax, it is 
sufficient to recall the intense opposition 
in Parliament last spring when the bud- 
get increased the basic rate from eight 
points to ten. A government that had 
any doubts as to the security of its posi- 
tion could not have done it. 

I should perhaps acknowledge here 
that I have recently proposed in a piece 
of writing on the financing of old age 
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pensions that the new scheme should be 
financed by earmarking an increase of 
the sales tax for this specific purpose. 
This proposal reflects no enthusiasm on 
my part for a higher sales tax as such, 
but it is directed to the least objection- 
able method of financing the scheme in 
a visible and equitable manner, given its 
payment features which are already de- 
termined. 

These are my reasons for concluding 
that the level of federal taxation has 
now practically reached the limits of 
toleration in the present stage of the 
cold war and in the existing state of 
public psychology. If we also keep in 
mind that our long-term defence policy 
requires the greatest possible increase in 
productivity and industrial efficiency, they 
also justify the conclusion that taxation 
is probably as high as is compatible with 
maximum enterprise and exertion. And 
it is clearer than ever that the substan- 
tive provisions of our tax laws have to 
be in very good order. 


Co-ordination of Tax Powers 


The second factor affecting tolerable 
taxation in Canada today is the coordin- 
ation of tax powers between different 
levels of government. This extremely 
large and complicated question must 
simply be recognized and dismissed with 
the comment that great progress has 
been made and that it would be deplor- 
able if any part of this achievement 
should be lost when the current agree- 
ments between the Dominion and the 
eight Provinces now parties to them 
come due for renewal next year. We 
can easily visualize the oppressive con- 
fusion which would follow reversion to 
the pre-war free-for-all in the income 
tax field with taxes at their present 
level. It is my own opinion that the 
defence program today is a no less com- 
pelling reason than the prospect of pro- 
longed hostilities in 1940, when the tax 


agreements originated, for maintaining 
the effect of the present arrangements 
and carrying them further if possible. 

A great deal more should be said 
about the possible scope of closer co- 
ordination, and it is obvious that the 
whole question always has to be looked 
at with the problems of the Provinces 
clearly in view. The point I want to 
emphasize is that the progress already 
accomplished in this matter has been 
encouraging and is an indispensable fac- 
tor in making current taxation tolerable, 
and that we cannot afford to discard 
any of it now. 


Improving the Tax System 

Now we come to the third factor, 
which is improvement in the provisions 
and administration of the tax laws them- 
selves. This is a subject on which a 
great deal could be said on both sides 
of the question, and it is not easy to 
deal with it briefly by generalization 
and without coming close to cases. But 
I will confine the discussion to the im- 
provements, or intended improvements, 
that have been made in two of the 
main federal tax statutes: the Income 
Tax Act as it affects both individuals 
and corporations, and the Excise Tax 
Act with respect to the general sales tax. 


The estimates for the current fiscal 
year, which are proving to be far short 
of the mark, anticipated $714 million 
from the personal income tax, $800 
million from the corporation income tax, 
and $600 million, net, from the sales 
tax, excluding special excises such as 
the additional tax on automobiles, radios, 
etc. These three taxes together amount 
to well over $2 billion and account for 
three-quarters of the total tax revenues. 
The Income Tax Act alone will produce 
well over $114 billion this year, or 
about 12 times the yield for the fiscal 
year 1939-40. 


The remaining items in the federal 
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tax picture are the special excise taxes 
which operate to extend the general sales 
tax on a selective basis, customs and 
excise duties, and succession duties. Cus- 
toms duties represent a rather different 
category of legislation, though it is worth 
noting before passing them by that the 
Tariff Board operates to provide an ele- 
ment of judicial discretion which makes 
them much easier to live with than 
would otherwise be the case. This ex- 
perience suggests the interesting possi- 
bility of extending the same principle of 
judicial discretion into the operation of 
the Income Tax Act, in the form of 
what a recent writer, Mr. John Willis, 
has called a “prerogative of mercy’! to 
be exercised by the Income Tax Appeal 
Board in hard cases. That is something 
worth thinking about. The Dominion 
Succession Duty Act accounts for a very 
small proportion of federal revenue and 
it is a relative newcomer, now 10 years 
old. Apart from a relieving adjustment 
of rates there has been no significant 
structural change in this legislation since 
it was introduced in 1941, and I am 
therefore leaving it out of this survey. 


1. The Sales Tax 

Confining attention to the Income 
Tax Act and the general sales tax under 
the Excise Tax Act, we might take the 
sales tax first, because there is less to 
be said about it. For many years the 
sales tax has had a bad reputation both 
in politics and in tax literature as a 
hidden expedient that takes the larg- 
est proportion of income from people 
in the lowest income groups, particu- 
larly those who have large families, — 
what the pundits describe as a vicious- 
ly regressive tax. One of the most in- 
teresting recent developments in Can- 


1“Recent Trends in Canadian Income Tax 
Law”, by John Willis, University of To- 
ronto Law Journal, vol. IX, no. 1, 1951, 
p. 49. 
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adian taxation has been the rehabili- 
tation of this ill-favoured device. The 
prejudice against it is still very strong, 
but two things have been done to cor- 
rect the feature just mentioned. One 
was deliberate; the other, as far as I 
am aware, was inadvertent. The de- 
liberate improvement has been the 
exemption of a wide range of food 
products, fuel, and building materials, 
all of which are basic components of 
the cost of living, as well as manufac- 
turing machinery, farm machinery, and 
some miscellaneous items. The extent 
of these exemptions can be gathered 
from a recent calculation that the yield 
of the general sales tax would be in- 
creased by about 75% if they were 
brought back into the tax, and food 
items represent the largest single 
group. 

The effect of exemptions was re- 
cently investigated by the Department 
of Finance, on the basis of a survey of 
consumer expenditures undertaken by 
the Dominion Bureau of Statistics, and 
the Minister summarized the findings 
in his last budget speech. He said it 
was found that contrary to frequent 
assertion, the sales tax does not strike 
a higher proportion of the expendi- 
tures of the low income group. The 
calculations ‘show that in the lowest 
groups only about one-quarter of total 
income is spent on goods subject to 
sales tax; at the $3,000 a year level 
about one-third of the family income 
is so spent and this position carries 
through to beyond the $6,000 a year 
level. It is only above this point, and 
at the point on the income scale where 
the income tax starts to be sharply 
progressive, that the incidence of sales 
tax on personal income starts to ease 
off again. All the figures were sub- 
sequently tabled in Parliament, but I 
doubt whether many people have tried 
to digest them. The effect, in short, 
is that the sales tax operates not un- 
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fairly in conjunction with the income 
tax, in view of the minority of the 
population which the income tax cov- 
ers, and that it as nearly proportional 
to income as any tax we have as re- 
gards the great bulk of the population, 
with the added advantage that it does 
not penalize saving. It is also obvious 
that the exemptions can, if necessary, 
be extended or adjusted flexibly to pro- 
duce any desired result. 


The inadvertent improvement in the 
equity of the sales tax came about as 
a result of family allowances. I call 
it inadvertent because I am not aware 
that this consideration was in anyone’s 
mind when family allowances were in- 
troduced. Their effect is to extend the 
principle of the relief given by way 
of deductions allowed for dependent 
children under the income tax to the 
operation of the sales tax as it affects 
families whose income is below the 
income tax exemptions. That is to say, 
a family that comes within the income 
tax brackets is relieved by an abate- 
ment of tax in proportion to the num- 
ber of children, while a family that is 
below the income tax exemptions, and 
only pays taxes indirectly through the 
sales tax, receives corresponding relief 
by way of cash allowances proportion- 
ate to the number of children which 
compensate for the heavier sales tax 
liability on large families. This ef- 
fect has been rationalized by integra- 
tion of family allowances with depen- 
dents’ allowances in personal income 
tax assessments. 


In addition to these changes affect- 
ing the equity of the general sales tax, 
a major operation of tidying up the 
whole post-war federal sales tax struc- 
ture, including special excises and pur- 
chase taxes, was carried out by amend- 
ments under the 1949 budget, making 
the resulting arrangement more effi- 
cient, more simple, and more flexible. 
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The consequence of all these changes 
is that the sales tax is now deserving of 
more respect than it has yet received, 
and that it is better adapted to the 
important place that it will certainly 
continue to occupy in the federal tax 
structure. 


2. The Income Tax Act 


Turning now to the Income Tax Act, 
the highlight in the whole record to 
date is, of course, the general revision 
carried out in 1948 from which the 
present statute resulted. The Minis- 
ter of Finance, describing the object 
of this revision at the time, said that 
it was not intended to produce the last 
word in possible improvement but to 
set out the law in a more orderly 
framework in which the process of im- 
provement would continue. I think 
that the Minister has been as good as 
his word, and that he should be en- 
couraged to keep it up. 


Before discussing the 1948 revision 
and the things that happened since, 
we should note that some impertant 
improvements in the substantive pro- 
visions of the old Act had already 
been introduced during and after the 
war. The problem of the tax period 
received serious attention. The right 
to carry over business losses was intro- 
duced in 1942 and has since been ex- 
tended in successive stages. Farmers 
and fishermen were given a basis of 
averaging, first introduced in 1946 but 
not actually effective until an improved 
method came into operation under the 
new Act. Special provision was also 
made for authors and artists for similar 
reasons. The single-year penalty of 
steeply graduated rates on lump-sum 
payments was eased in certain cases. 
All these measures added up to a con- 
siderable degree of relief and flexi- 
bility as regards the basis on which in- 
come tax is charged. They were intro- 











22 





duced in piecemeal fashion, on the 
principle of easing the shoe where it 
pinches, and while they are good and 
necessary as far as they go, their gen- 
eral effect now accentuates comparable 
situations (as in the cases of Mr. 
Justice “C” (1950 T.A.B.C.) and the 
Capital Trust Corporation v. M.N.R. 
(1927) S.C.R. 192) where the same 
principle applies but is not yet recog- 
nized. On this question the Tax Foun- 
dation has recently published a study.? 


The treatment of annuities and pen- 
sions was revised and covered by fresh 
legislation in 1945 which represented 
a new and distinctly Canadian ap- 
proach to this matter. Compared with 
the provisions of the British Acts in 
this regard, on which the British Gov- 
ernment has appointed a special com- 
mittee to make recommendations, the 
Canadian legislation as it stands seems 
to be a model of well-reasoned fairness. 
There are still some anomalies and 
difficulties, but we have concluded in 
the Foundation as a result of our own 
study of this question during the past 
two years that this feature of our Act 
is now in good order. 

After the war new legislation was 
also devised to cover cooperative com- 
panies, following the advice of the 
McDougall Commission, which, as far 
as we can see, substantially meets this 
perplexing problem, though two sides 
of the question are still heard from 
interested parties. I understand that 
recent proposals put forward by the 
U.S. Treasury to settle the problem 
in the United States follow the lines 
of the Canadian legislation fairly 
closely. 

In considering the immediate post- 
war legislation we should not forget 
the interim relief to private companies 


® “The Mitigation of the Tax Penalty on 
Fluctuating or Irregular Incomes”, by John 
Willis, 1951, Canadian Tax Papers, No. 2. 
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following the report of the Ives Com- 
mission, though this subject properly 
belongs to the record following the 
1948 revision. 


Finally, the war itself was respon- 
sible for the introduction of deduction 
of tax at source on wages and salaries. 
Whether this will prove to be an im- 
provement in the long run remains to 
be seen. The results of this change 
on the operation and on the political 
and economic effects of the personal 
income tax may in time reach further 
than anyone can see yet. 


When the new Act was introduced 
in 1948 it incorporated many changes 
of which tax practitioners have more 
intimate experience than I have, and 
they can probably judge better than I 
can where the balance of advantage 
lies. It is certain that by no means all 
of these changes were directed to the 
aid and comfort of the taxpayer. But 
one of them deserves special mention 
here from the standpoint of the prin- 
ciple which it established. The in- 
troduction of the concept of capital 
cost allowances, in the place of the 
engineering concept of depreciation, 
should surely be regarded as a major 
step of liberalization, because it intro- 
duces the principle of amortization of 
expense which can now be extended to 
cover intangible assets as a matter of 
right, while it by-passes the bugbear 
of obsolescence. A question to the 
point is whether the theory of capital 
cost allowances, as the Act now ex- 
presses it, supplies a basis on which 
capital expenses which are now dis- 
allowed under ss. 12(1)(a) and (b) of 
the Act (as not made for the purpose 
of gaining income or otherwise ex- 
pressly permitted) can be brought 
within the same amortization solvent. 


A much larger measure of liberali- 
zation was, of course, the combination 
of the dividend-tax-credit, the reduction 
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of tax on the first $10,000 of corp- 
orate earnings, and the whole of the 
Part IA legislation, including particu- 
larly its continuing provisions applic- 
able to the future. 


I have had to ignore, because of the 
limitations of this paper, several other 
adjustments and relieving provisions 
which ought to be included in a list of 
recent income tax improvements. They 
vary from such features as more specific 
rules to govern the treatment of charit- 
able foundations and employees’ profit- 
sharing plans to the elimination under 
the 1949 amendments of the previous 
complicated legal algebra affecting 
dividends received by Canadian cor- 
porations from controlled subsidiaries 
abroad, and further liberalization in 
this respect during 1951. 

But one further point deserves 
special mention. Perhaps the outstand- 
ing feature of the 1948 revision was 
the elimination of ministerial discre- 
tion. I know there is some difference 
of opinion as to whether the elimina- 
tion of this arbitrary element of the 
law as it used to operate is a net gain 
in the face of the rigidity which has 
to be paid as the price for it. Going 
beyond this question, however, it seems 
to me that the real significance of this 
change is the open field that it pro- 
vides for appeals, and the resulting 
redirection of the tax law into an open 
channel of visible jurisprudence. For 
individual taxpayers the results may 
be less favourable in some cases, but I 
am convinced that it is only on this 
basis that constructive development of 
tax law is possible at all. 


Pointing the Moral 
The moral of this long story is short 





23 


and simple. I think that this record 
and our experience to date show two 
things: first, that the Government's 
officers who draft and administer our 
tax legislation are concerned to make 
it fit the back of the taxpayer as com- 
fortably as the nature of the burden 
allows; and secondly, that they need 
our help and encouragement. I have 
deliberately looked at only one side 
of the picture. I know there is an- 
other side as well, and that it is not 
difficult to draw an indictment of tax 
legislation, which is sometimes my 
occupation in other circumstances. 


Looking some way into the future I 
believe that three factors will make for 
constantly increasing complexity of in- 
come tax legislation. One is the rigid- 
ity of the law resulting, as I have 
just mentioned, from the elimination of 
ministerial discretion. The second is 
the adherence of our Courts to the 
tule of strict as opposed to equitable 
construction of tax statutes. The third 
is the prospective continuing high level 
of tax rates which magnifies every is- 
sue between the taxpayer and the tax 
collector. If this expectation is correct 
it means that the process of tax legis- 
lation and amendment will be more 
and more concerned with technical 
questions in which the most competent 
judges in the country will be the tax 
authorities in government service and 
tax practitioners in the two profes- 
sions. In the taxpayers’ interests I 
hope that the fence between them, rep- 
resenting their respective responsibili- 
ties, will never be allowed to obstruct 
the view of the common ground where 
the process of improvement can go for- 
ward guided by the experience of both 
sides. 
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A summary of the origins and 
assumption of double-entry bookkeeping 





IHE ALMOST CONTINUOUS RISE 
in the level of prices during the 
last decade has been paralleled by an in- 
crease in the amount of space accorded 
by accounting journals to examinations 
of the inadequacies of traditional ac- 
counting methods and procedures. This 
dissatisfaction with the results of finan- 
cial accounting, and criticism of its cor- 
rectness and significance, is not restricted 
to the accounting rebels, such as George 
O. May and associates, but is also re- 
flected in the writings and actions of 
national income analysts’, business cor- 
porations*, and trade union leaders. 


The implication of the criticism from 
within and without the profession is that 
accountancy has ceased to portray accur- 
ately the facts of reality and, as a result, 
its use as a guide to policy may not only 
be misleading, it may also be disastrous. 

Such a serious accusation calls fur a 
thorough investigation into how account- 
ancy has come to misrepresent the finan- 
cial position and results of accounting 


1 For statement of accounting inadequacies 
see “Measurement of National Income and 
the Construction of Social Accounts”, United 
Nations, p. 106. 

2 See the revaluation of assets and the Dir- 
ectors’ Report, ICI, May 1951. 
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entities, and how that misrepresentation 
percolated through the economy to thwart 
and distort national economic policies. 
This article, the first step in such an in- 
vestigation, will attempt to summarize 
the origins and assumptions of double- 
entry bookkeeping and correlate them 
with the conditions of the then prevailing 
social reality. 


Requirements for Accountancy 

The purpose of accountancy is to aid 
human judgment by providing financial 
data of past transactions in qualitative 
and quantitative terms of sort and size. 
To furnish such aid, it is essential that, 
first, some form of systematic record be 
maintained to ensure accuracy, and, se- 
cond, if the transactions are numerous, 
that a methodical manner of treating the 
content of the records be adhered to in 
order to achieve consistency. 

Since accounting records act as prima 
facie evidence of the rights and responsi- 
bilities of real and imaginary persons in 
their contractual relations with other 
members of the social group, accuracy is 
the major standard of measurement for 
judging the adequacy of any system of 
accountancy. Any form that systema- 
tically records all data will satisfactorily 
perform this standard, as is reflected in 
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the earliest form of accountancy, which 
is as old as the art of doing business, 
where “business transactions along with 
other social or political events were en- 
tered on what might be described as a 
diary’.* While such a form is accurate, 
with any considerable degree of activity 
it tends to be inefficient, and some are of 
the opinion that during the Phoenician, 
Greek, and Roman eras of commercial su- 
premacy, the considerable trading activity 
gave rise to a need for an efficient and 
consistent method of classifying the type 
and magnitude of contractual responsibil- 
ities, and thereby forced the surrender of 
the earlier diary method for the more 
efficient method of double-entry. If 
such was the case, all trace of it was lost 
during the Dark Ages, when the need 
for systematic records was eliminated. 
In that period, credit for production and 
exchange was non-existent, and the pre- 
vailing transportation difficulties and 
closed local economies restricted the lim- 
ited trade to local markets where there 
was little scope for the forces of demand 
and supply, and where transactions were 
concluded at a customary price and on a 
cash basis. 


Three Essential Conditions 


The introduction of double-entry dur- 
ing eras of commercial activity and its 
disappearance upon stagnation indicates 
that there is a minimum of three essential 
conditions that must be present before 
a system of accountancy will develop be- 
yond the diary stage. First, there must be 
a series of contractual relationships, and 
the duties and privileges of the real and 
imaginary persons must arise directly as 
a result of exchange, and not as a pro- 
duct of social custom or traditional prac- 
tice. Second, there must be a knowledge 
of writing so that the contract can be 
classified according to type and category. 
Third, there must be a knowledge of the 


3 E. Peragallo, “The Origins and Evolution 
of Double-Entry Bookkeeping”, p. 1. 
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principles of counting so that the magni- 
tude of the exchange can be described. 

We have noted the absence of the first 
condition during the Dark Ages, when 
sparsity of trade and transactions at a 
customary cash price were the rule. The 
Crusades period that followed the Dark 
Ages initiated a redistribution of wealth 
and a revival of commerce that encour- 
aged and facilitated the introduction of 
the advance guards of an embryonic price 
economy, including the extension of cre- 
dit to the processes of production and ex- 
change. 

The redistribution of property and the 
introduction of credit made it a matter of 
good business practice for merchants to 
keep a memorandum as an a/de-de-mem- 
oire concerning the disposition of their 
property and their relations with creditors 
and debtors. The description in the 
aide-de-memoire classified the items into 
some pre-existing class or group, and 
accompanied it by a notation indicating 
its quantitative magnitude. The quanti- 
tative magnitude involved the process of 
counting, since relative size is deter- 
mined by the ordinal principle of ordered 
succession until a collection is exhausted 
and absolute size by the cardinal princi- 
ple that each number corresponds with a 
collection and determines its plurality. 
But because the quantities in the notation 
were expressed in terms of the Roman 
numeral system, which is based upon 
the alphabet, the numerals in the nota- 
tion were by themselves incapable of 
providing a means of counting, and me- 
chanical aids, such as the abacus or jetons, 
had to be introduced to do the compu- 
tations. 


Development of Systematic Records 
The earliest known surviving account- 


ing memorandum is an Italian account 
book for the year 1211.* It recorded all 


4 R. DeRoover, “La Comptabilité a Partie 
Double”, Annales d'Histoire Economique 
et Sociale, Vol. 9, 1937, p. 176. 
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Mr. Calvin C. Potter, M. Com. 
(Econ.), was graduated from Sir 
George Williams College in 1948 
as a Bachelor of Science in Com- 
merce. He then did post-graduate 
work at McGill University where 
he obtained the degree of Master 
of Commerce in 1950. In 1950-51 
he studied at Glasgow University 
on a McGill-Glasgow Exchange 
Fellowship and now is completing 
his doctorate studies at McGill. 


transactions in chronological order, with 
an accompanying description and a space 
to be filled in later when the account was 
settled. The settlement was indicated by 
a stroke through the entry. By the first 
half of the fourteenth century there had 
been an improvement over the rudimen- 
tary accounts payable and receivable led- 
ger in that the debits and credits were 
separated, the book divided into two 
equal sections and all the debits put into 
the first section and all the credits into 
the second section. This meant that 
each account was subdivided and ap- 
peared in both sections of the books, 
making it necessary to total the debits 
and credits, transfer the lesser to the 
greater section, and subtract, when one 
wished to establish a balance. This cum- 
brous procedure was improved towards 
the latter half of the century by the Ven- 
etians, who perfected a “bilateral form” 
of account where the debits and credits 
were entered in the same account. This 
innovation was the introduction of the 
contemporary form of double-entry book- 
keeping. 


Development of Double-Entry Content 

Because of poor communications and 
restricted markets, the medieval trade of 
the Italian cities in which double-entry 
first developed had two main charac- 
teristics: namely, the practice of joint- 
venture trading and the lack of special- 
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ization. The practice of joint-ventures 
was due not only to the fact that the 
merchant wished to diversify his risks, 
but also because of a custom that buyers 
inspected personally the quality of the 
goods offered for sale. The prevalence 
of the custom forced the merchant to find 
an outlet for his merchandise by forming 
a venture or “limited partnership” with 
an agent or representative for each par- 
ticular voyage or enterprise. The agent 
was usually another merchant, who car- 
ried from 10 to 20 separate ventures, sold 
the merchandise at the best price obtain- 
able, accounted for each venture separ- 
ately, and generally, for his enterprise, 
obtained a commission of 25% on the 
profits of each venture. Obviously, this 
was merely agency-selling on a consign- 
ment basis. The merchant (known as 
the commendator) who provided the 
capital in the form of goods took no part 
in the management, and his liability was 
restricted to his capital contribution. The 
travelling agent or representative who 
was responsible for the management was 
called a tractator, and the arrangement 
itself was termed a commenda.® 


For the agents to report intelligently, 
and the commendators to appraise know- 
ingly the personal (debt) accounts ledger 
that was already in extensive use had to 
be extended to include impersonal 
(goods) accounts recording sales and ex- 
penses, and possibly a “master’s account” 
into which the others would be closed 
upon termination.’ 


As the ¢ractators accumulated capital 
of their own, their position as contact 
men enabled them, by contributing part 
of the capital, to become the equivalent 
of proprietors of a business making use 


5 R. DeRoover, “The Medici Bank”, p. 40. 

® W. J. Ashley, “English Economic History 
and Theory”, p. 413-5. 

tT A. C. Littleton, “Social Origins of Modern 
Accountancy”, Journal of Accountancy, 1933, 
p. 265. 
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of capital from home merchants. The 
fact that both the commendator and trac- 
tator now assumed the risks of loss chang- 
ed the nature of the association from one 
of a limited partnership, where the lia- 
bilities of the partners who took no part 
in management were limited to their con- 
tributions, to that of the nature of a 
societas, where personal liability was un- 
limited. 

Up to this stage businesses had gener- 
ally been run by families as social units, 
and the introduction of tractators from 
outside the family into the rights of pro- 
prietorship required a clearer statement 
of what was a legitimate offset to the 
master’s account than had been the case 
when the business was a purely family 
affair. Now, the problems of periodical 
divisions of profits or losses and dissolu- 
tion or liquidation of the partnership call- 
ed for a clearer delineation of what con- 
stituted capital contributed, and what and 
who was eligible for withdrawals. The 
final outcome was that household and 
personal expenses were excluded from 
the business accounts and a specified 
money capital was allocated to the bus- 
iness, represented by the capital account, 
and the business was treated for account- 
ing purposes as an entity separate from 
the identity of its owners. 


Spread of Double-Entry System 

With the development of systematic 
records and the creation of personal, im- 
personal, and capital accounts, there re- 
mained two important factors which 
blocked the wide-spread adoption of the 
double-entry system. First, the Roman 
numeral system was a handicap in that it 
was incapable of creating an arithmetic 
within the intellectual means of an aver- 


8 It is interesting to note that insofar as ac- 
curacy was an aim, the notational system 
that superseded the Roman numerals was 
no better, since the frequency of errors with 
the Roman system was no greater than it 
is today with Arabic numerals. R. DeRoov- 


age man, and consequently, it restricted 
the art of reckoning to a small and priv- 
ileged class. From the eleventh to the 
fifteenth centuries the Arabic columnar 
system, which had been invented by the 
Hindus and came to Europe via the Arabs 
during the time of the Crusades, had 
struggled for recognition in official and 
commercial documents. At one time it 
was banned from all official documents, 
at another the art was prohibited alto- 
gether, and even when the notational 
system was finally accepted around the 
beginning of the fifteenth century, Ro- 
man numerals were still used for making 
entries in the account books after the 
computation had been calculated with 
Arabic figures, because of a fear that 
Arabic numerals could be easily falsified. 
Second, until the thirteenth century, while 
the unit-of-account was expressed in 
pounds which contained 20 sous of 12 
pence each, the denominations did not 
have the direct association with specific 
coins as is now the case, the pound and 
sou not being represented by coins. 

In the thirteenth century gold coinage 
was introduced and attempts were made 
to establish coins for each of the denom- 
inations of accounts. In Florence a gold 
coin, the florin, was designed to repre- 
sent the pound, a large silver coin was 
issued to represent the sou, and a smaller 
coin to represent the penny. However, 
the symmetrical balance of this system 
was of short duration, because of the 
instability of the ratio between gold and 
silver, and the Florentines soon had the 
choice of changing the weight of their 
florin or reckoning it at a different value 
in the unit-of-account. They preferred 
the latter choice, and although it was 
still possible for them to express the 


er’s well documented conclusions on this 
matter contrast very favorably with the as- 
sertion of Max Weber “that the Florentine 
literal notation was frequently wrong to 
the extent of three or four fifths”. (Gen 
eral Economic History, p. 224). 








28 





values of the coins in terms of a new 
series of units of accounts, the long es- 
tablished habit of counting in terms of 
pounds, sous, and pennies prevailed, with 
the result that each denomination was 
used as a counting system with each coin 
as a base. Accordingly, depending upon 
convenience, Florentine accounts used 
either florins, grossi, or pennies, as the 
unit-of-account, and because of the insta- 
bility in the gold-silver ratio, they had 
two bases for reckoning the value of each 
of the units-of-account: the denomina- 
tional basis, where the florin was taken 
at its original value of one lira or 20 
solidi a oro, and the mint basis, where 
one lira was equal to 29 solidi affiorino. 
The latter was described in the unit-of- 
account as one Jira affiorino equals 20 
solidi affiorino equals 240 deniers affior- 
ino®, 

Towards the end of the fourteenth cen- 
tury this conversion procedure was simp- 
lified, and the basis laid for a greater 
degree of comparability when a common 
gold unit-of-account was adopted by the 
seven “‘greater” crafts, and a vellon’® 
unit-of-account by the fourteen “lesser” 
crafts; and the coins used as the actual 
means of payment were rated in both de- 
nominations". 

By the fifteenth century, as we have 
seen, the Arab notational system had 
superseded Roman numerals in the calcu- 
lation of accounts, the concept of business 
having an identity distinct from that of 
its owners had been accepted, and a stable 
and standard monetary unit had been es- 
tablished. This provided a realistic basis 
for the two basic assumptions in book- 
keeping: namely, that the undertaking 


® A. P. Usher, “The Early History of Deposit 
Banking in Mediterranean Europe”, p. 206. 

10 A base alloy of silver and copper, in which 
the silver was designed to give intrinsic 
value to fractional coins. 

11 A. P. Usher, “The Early History of Deposit 
Banking in Mediterranean Europe”, p. 207. 
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can be treated as an entity distinct from 
the identity of its owners, and that the 
unit-of-account is sufficiently stable to 
justify the neglect of minor fluctuations. 
On the basis of these two assumptions 
the double-entry system was developed 
and firmly established in the books of 
commendas and societas in the three ci- 
ties of Genoa, Venice, and Florence. 


In Genoa, the books, which were en- 
tered in perfect double-entry form’, 
comprised a ledger for impersonal ac- 
counts, accounts payable and receivable 
ledgers for personal accounts, and capital 
accounts for partners. Genoa at this per- 
iod was at the height of her wealth and 
power, commerce having flourished for a 
long time on the exploitation of the lucra- 
tive Levantine trade. 


At this same period, the Venetian 
system of double-entry, which otherwise 
was very similar to the Genoese system, 
effected co-ordination of the bookkeep- 
ing system by the introduction of the 
journal. The journal entries were ar- 
ranged in chronological order, formerly 
classified into debits and credits with full 
explanations, and then posted to the 
ledger. 


Mercantile Accounting 


In both cities it was customary to open 
an account for each venture in the books 
of the partnership. The account was 
charged with the purchase of the com- 
modity and all its incidental expenses, 
and credited with the proceeds from 
sales. The difference between debits and 
credits on conclusion of the venture rep- 
resented a profit or loss and was trans- 
ferred to a Profit and Loss on Merchan- 
dise Account'*. It is to be noted that 
this system of venture accounting pre- 
cluded any necessity for annual inventory 
valuations and closing of the books. 


12 R. DeRoover, Annales etc., p. 180. 


18 R. DeRoover, “The Medici Bank”, p. 44. 
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Industrial Accounting 


As contrasted with the commercial 
growth of Genoa and Venice, the de- 
velopment of Florence’s cloth manufac- 
tures, and her establishment as the fore- 
most banking centre of Europe, com- 
pelled the adoption of accounting meth- 
ods peculiar to herself. Her great com- 
mercial achievement was the development 
of the partnership contract to a high de- 
gree of perfection. The contracts clearly 
stated the capital of all the separate part- 
ners, made provisions for the division of 
profits and losses, clearly defined the 
rights and duties of each partner, and, 
finally, provided for the dissolution of 
the partnership. This high perfection of 
contract entailed an equally advanced 
concept of partnership accounting, and 
of the financial statement necessary to 
show each partner's interest. The state- 
ment used for determining profits and 
losses was called a bilancio. Its con- 
struction was relatively simple. At each 
year end the book assets were listed and 
totalled, the liabilities and partners’ capi- 
tal were listed and totalled below the 
assets, and the difference between the two 
totals was the net profit for the period’. 


The essential difference between the 
mercantile accounting of Genoa and Ven- 
ice, and the industrial accounting of 
Florence, was that the Florentine type of 
activity did not lend itself to accounting 
on a venture basis, because some of the 
services consumed in the textile and bank- 
ing activities were derived from durable 
assets that had useful life expectations 
beyond the normal period of waiting in- 
volved in venture accounting. The prob- 
lem of durable assets was solved by the 
adoption of the third basic assumption 
that is implicit in double-entry bookkeep- 
ing, the assumption of continuity in the 
affairs of the accounting entity. Accept- 
ance of the assumption permitted the 


14 E. Peragallo, “The Origin and Evolution of 
Double-Entry Bookkeeping”, p. 136. 
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apportionment, on the basis of past ex- 
perience, of the present and future ser- 
vices to be derived from the assets of the 
entity. Thus it was possible for interim 
reports to be issued during, as well as 
after, the life of durable assets. 

From an early date the Florentines 
were aware of the requirement for such 
interim statements, as is illustrated by 
Dr. DeRoover’s comments on the books 
of the firm of Alberto del Guidice de 
Florence (1304-1322). ‘The inventory 
of the company was prepared with par- 
ticular care. The stock on hand, furni- 
ture, and fixtures, were evaluated by ex- 
perts appointed by the banking house of 
Bardi. The valuation of stock was made 
at current market price, and not cost, 
while in determining that for furniture 
and fixtures, consideration was given to 
depreciation due to usage.’’ 

In the foregoing summary we have 
traced the development of the five cate- 
gories of account that were essential for 
entity bookkeeping. The first three cate- 
gories: the personal accounts, or those 
accounts which recorded the relations 
with debtors and creditors (other than on 
capital account), the impersonal (or 
operating) accounts pertaining to reven- 
ues, and the impersonal (or operating) 
accounts relating to the costs involved in 
obtaining the revenues, simply recorded 
a series of contractual relationships 
through time, and the only essential con- 
ditions for the existence of these records 
were that there be contractual relation- 
ships based upon exchange, that there 
existed a knowledge of writing, and that 
use was made of the principles of count- 
ing. 

Of the two remaining categories, the 
profit and loss account was used in the 
manipulation and disposal of impersonal 
accounts, and as we have noted, the val- 
idity of its results was dependent upon 
how accurately the assumptions of con- 


15 Annales etc., p. 179. 
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tinuity and stability in the unit-of-account 
were reflected in the actual conditions of 
social reality. On the other hand, while 
the capital account was not dependent 
upon the assumption of continuity, the 
significance and validity of its total was 
dependent upon the assumption of stabil- 
ity in the unit-of-account being realistic, 


Letters from Readers 





Toronto, Nov. 19, 1951 
THE ANGUISH OF EXAMINEES 

Sir: In your leading editorial on “The Ex- 
aminees” in the November, 1951 issue you 
state that the intermediate examinations have 
been “vanquished” by about one-half of those 
writing in the last three years. In the last 
paragraph you refer to the “prolonged 
anguish” of those who have been studying 
for and writing the examinations. I think 
these two expressions which I have shown in 
italics are an apt way of summarizing the 
view which most students and chartered ac- 
countants have of the examinations. They 
are a bogey — perhaps “nightmare” would 
be a better word — for most students. This 
is no wonder when one remembers that in 
1948, 1949, and 1950 about one-half of the 
applicants failed to pass the intermediate 
examinations and that only between one-third 
and one-half got through the finals. Under 
the circumstances, it is mot surprising that 
students go through a period of “prolonged 
anguish” before and during the examinations 
and it is no wonder we are finding it difficult 
to attract able men to our profession. 

I believe there are three main reasons why 
more men with ability are not coming into 
the profession:— 

(i) the salary scales for students are 
considerably too low; 

(ii) the impression still prevails that a 
chartered accountant is a drudge and 
that his work is boring beyond de- 
scription; 
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and upon the fact that if the household 
accounts were eliminated and the re- 
sources contributed by the proprietors 
quantitatively evaluated in one account, 
then the undertaking itself could be con- 
sidered an imaginary person for account- 
ing purposes and treated as an entity dis- 
tinctly separate from that of its owners. 


(iii) it takes too long and it is much 
too difficult to qualify as a chartered 
accountant. 


I suggest that the senior members of the 
profession have a responsibility to correct 
these conditions. In this competitive age 
of full employment, students should be paid 
salaries which compare with the financial in- 
ducements they can get elsewhere. Other- 
wise, we will not get them to enter the 
profession. Similarly, we should make it our 
business to state publicly that we find our 
work unusually interesting. If this were not 
so, we would not remain in the profession. 
But for some reason, accountants seem to 
shrink from admitting that they like their 
work and therefore it is assumed that they 
do not. 


Finally we should all agree that something 
is radically wrong if students must face a 
period of “prolonged anguish” before sitting 
down to examinations which, according to 
recent statistics, only about one-half of them 
will succeed in passing. The fault may lie 
in the Commerce and Accounting courses of 
the universities, or in the form of instruction 
provided for our students, or in the failure 
of our own members to help with the training 
of the students who are articled to them, or 
possibly in setting standards which are un- 
necessarily high. I do not know the answers 
but it is apparent that some new approach 
is needed if we are going to attract good 
men to our profession. 


W. L. GORDON, F.C.A. 








Letters from Readers 


FINANCIAL STATEMENTS 
Toronto, Nov. 14, 1951 


Sir: I have read with interest the article 
in your November issue titled — “Presenta- 
tion of Financial Statements to the Public”, 
by Mr. Wilfred Stempel, F.C.A. 


It is evident to me that Mr. Stempel is 
trying to display the truth in financial state- 
ments by presenting them in a form in which 
they may be understood by the public. 


It is my view that the public think of 
money matters only in “balanced fund” form. 
[See “Basic Principles of Fund Accounting” 
by Jas. R. Neff in The Canadian Chartered 
Accountant, July 1950] With this thought 
in mind I have re-drawn Mr. Stempel’s 
balance sheet examples to illustrate this view- 
point (see below and p. 33). 

In re-constructing the study a most inter- 
esting item presents itself. The question 
arises: is the “Reserve for future expansion — 
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$900” on hand or is it not on hand? In 
Mr. Stempel’s example of the Blank Com- 
pany it is evident that no “earmarking” or 
“segregation of assets” to cover the amount 
has been set up. In my example I have 
tried to indicate that this reserve has already 
been “used” for some other purpose and is 
not, therefore, necessarily “on hand” for the 
purpose for which it is intended. 

Further, Mr. Stempel’s excellent paper sug- 
gests to me the following most difficult ques- 
tions :— 

1. Are there two kinds of accounting: 
namely, business accounting and fund 
accounting? 

2. Is one of these forms of accounting 
not a “forced” or “false” application 
of the principles of the other? 

3. Therefore which is which, and which 
is true and which is false? 

JAMES R. NEFF, C.A. 


TOWN OF BLANK 
FINANCIAL POSITION 


as at 31 December 1950 


CURRENT OPERATING FUND 


Cash on hand and in bank. ............ $ 19,093 
Due from ratepayers re taxes .... 7,868 
Due from water subscribers ........ 1,361 

$ 28,322 


CAPITAL EXPENDITURE FUND 


Land, buildings, equipment, water 
and sewerage system at cost 


value, — less depreciation .... $100,585 


$100,585 


Liabilities — accounts payable ... $ 8,201 
Accumulated surplus — 
Unmexpended ooceeicrecccccsssecces 20,121 
$ 28,322 
Debentures payable, over fifteen 
PORE Re Net an ests aes $ 86,321 
Accumulated surplus — 
WAIN ores hh nd, 14,264 
$100,585 
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Professional Notes 





ALBERTA 

Mr. John A. Williams, B.Com., C.A. an- 
nounces the admission to partnership of Mr. 
R. Morley Tanner, B.Com., C.A. Hence- 
forth practice of the profession will be car- 
ried on under the firm name of Williams 
& Tanner, Chartered Accountants, with offices 
at 201 Sherlock Block, Lethbridge. 


The Institute of Chartered Accountants of 
Alberta has accepted with regret the resigna- 
tion of Mr. M. C. McCannel, F.C.A. as mem- 
ber of Council and secretary of the Institute. 
The Council have appointed Mr. A. D. Mc- 
Tavish, C.A. to fill both vacancies, as from 
December 1, 1951. 


George A. Touche & Co., Chartered Ac- 
countants, announce the appointment of Mr. 
Douglas A. McKay, C.A., resident partner, 
in charge of their Calgary Office. 


* bd * 


Christenson, Simonton & Co., Chartered 
Accountants, Edmonton, announce the ad- 
mission to partnership of Messrs. R. D. Pur- 
vis, B.Com., C.A., G. J. Robinson, B.Com., 
C.A., E. W. B. Adamson, C.A. and T. G. 
Halford, B.Com., C.A. 


BRITISH COLUMBIA 

Mr. V. Howard Chadwick, C.A. announces 
that he has formed a partnership with Mr. 
W. Robert Beacom, C.A. and that hence- 
forth they will practice the profession under 
the firm name of Chadwick, Beacom & Co., 
Chartered Accountants, with offices at 227 
Columbia St., New Westminster. 

* * s 


Gunderson, Stokes, Peers, Walton & Co., 
Chartered Accountants, 475 Howe St., Van- 
couver, and 605 Courtney St., Victoria, an- 
nounce the retirement of Mr. R. D. Peers, 
C.A. and the change of the firm name to 
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Gunderson, Stokes, Walton & Co., Chartered 
Accountants. 


MANITOBA 
Manitoba Institute 
The Manitoba Institute prize of $25 to 
which reference was made in the November 
issue of The Canadian Chartered Accountant 
is one of eleven such prizes given in the 
1950-51 year to High Schools in Manitoba. 


ONTARIO 


Geo. A. Welch & Co., Chartered Account- 
ants, 213 Laurier Ave. W., Ottawa, announce 
the admission to partnership of Mr. G. M. 
Welch, C.A. 

e * # 

Matthews Brothers & Co., Chartered Ac- 
countants, and Mr. John A. Partridge, C.A. 
announce that they have combined their prac- 
tices and that henceforth practice of the pro- 
fession will be conducted under the firm 
name of Matthews Brothers, Partridge & Co., 
Chartered Accountants, with offices at the 
corner of Clarence & Bagot Sts., Kingston. 

* a * 

Chagnon & MacGillivray, Chartered Ac- 
countants, Hamilton, announce the admis- 
sion to partnership of Mr. Gordon H. Smith, 
C.A. 


Kingston C.A. Association 

Mr. John A. Wilson, F.C.A., president of 
the Ontario Institute, was the guest speaker 
at the November dinner meeting of the 
Kingston Chartered Accountants’ Associa- 
tion. He was introduced by Bruce 
Matthews and thanked by Ben Benson. 
Bruce Matheson was chairman of the meet- 
ing. 


Ontario Institute 


Members of the Ontario Institute who 
are planning to attend the Sixth Interna- 





34 The Canadian Chartered Accountant, January, 1952 


tional Congress on Accounting, which is to 
be held in London, England from June 16 
to 20, 1952, are requested to advise the 
Registrar of the Institute as soon as possible 
so that their names may be forwarded to 
the secretary of the congress. 


Windsor and District 
Chartered Accountants Association 

The Windsor and District Chartered 
Accountants’ Association has arranged a 
centre for Personnel Selection Tests in the 
home of Mr. Fred Snider, 761 Bruce Avenue, 
Windsor. Members wishing to arrange 
tests please call Mr. Snider, 3-4254. 

” 2 * 

Messrs. N. H. MacDonald, B.Com., C.A. 
and C. R. Simpson, C.A. announce the 
formation of a partnership for the practice 
of their profession under the firm name of 
MacDonald & Simpson, Chartered Account- 
ants, with offices at 261 Somerset St. W., 
Ottawa. 

* * * 

Newman & Newman, Chartered Account- 
ants, 4 Albert St., Toronto, announce the 
admission to partnership of Mr. Samuel S. 
Spencer, C.A. 


PRINCE EDWARD ISLAND 

The Prince Edward Island Institute held 
its semi-annual meeting in the form of a 
dinner meeting on December 3, 1951. Mr. 
J. O. C. Campbell, K.C. addressed the 
meeting on “The Career of a Chartered 
Accountant”. The _ Institute’s registered 
students were guests. 


QUEBEC 
Messrs. Maurice De Coster, C.A., Yves 
Normandeau, C.A. et Raymond Norman- 


News of Our Members 


Mr. Sydney Parsons, C.A. (Man.), has 
been appointed treasurer of Huggard Equip- 
ment Co. Ltd., Winnipeg. 

a - + 

Mr. Walter Dick, C.A. (N.B., N.S., P.E.I.), 
has been elected as a director-at-large of 
the American Association of Hospital Ac- 
countants. 


deau, C.A. annoncent qu’ils pratiquent leur 
profession en société sous la raison sociale 
de De Coster, Normandeau & Cie, Compt- 
ables Agrées, a4 80 rue St-Pierre, Ste. 46, 
Québec. 


Quebec Students’ Society 


The annual dance of the Chartered Ac- 
countants Students’ Society of Quebec was 
held on November 9 at the Windsor Hotel 
with over 400 guests attending. 


* * + 


The November dinner meeting was held 
in the Queen’s Hotel on November 20 and 
was addressed by Mr. A. W. Gilmour, C.A. 
who spoke on “Recent Changes in Tax 
Legislation”. The president of the Society, 
Marcel Caron, C.A., acted as chairman of 
the meeting. 


* Sd * 


Messrs. Belmore M. Weinstein, B.Com., 
C.A., Lester L. Fox, M.Com., C.A., and Law- 
rence M. Bessner, B.Com., C.A. announce 
the formation of a partnership for the prac- 
tice of their profession under the firm name 
of Weinstein, Fox & Bessner, Chartered Ac- 
countants, with offices at 1520 Mountain St., 
Montreal. 


SASKATCHEWAN 


Regina Chartered Accountants Club 


The Regina Chartered Accountants Club 
held their annual meeting on November 7 
at the Assiniboia Club. The following off- 
cers were elected for the coming year: press- 
dent, W. T. Read; vice-president, W. G. 
Myers; secretary, K. G. Williamson. Mr. 
Myers gave a talk on “Employee Training”. 


Mr. George Moller, D.Jur., C.A. (Ont.), 
was a recent guest speaker at the regular 
meeting of the Kingston Chapter, Society of 
Industrial and Cost Accountants of Ontario. 

2 a * 


Mr. J. G. Campbell, C.A. (Sask.), has 


been appointed general manager of Victory 
Mills Limited, Toronto. 
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NOTES AND COMMENTS 


_ OUR way of thinking one of the 
more picturesque business terms is 
the one that envisages a company “‘carry- 
ing” an inventory. When one thinks 
of it, the idea becomes really quite op- 
pressive. And the accountant who would 
add to the burden by including a por- 
tion of fixed costs in the valuation of 
the finished goods “carried” becomes a 
downright sadist. 

These were, at any rate, the senti- 
ments that stirred within us as we read 
an article on “The Problem of Fixed 
Costs”. The author of the article in 
question says, “These costs exist not be- 
cause of the production of . . . . inven- 
tories but as a result of having the plant 
available for any amount of production 
within the capacity of existing facilities. 
It would seem that the fixed expenses 
are general costs of being prepared to 
produce goods, rather than specific costs 
of goods produced . . . . They are costs 
of the current period, not of producing 
goods but of being prepared to produce 
goods. If we disagree with this ap- 
proach we are saying, in effect, that 
profits can be made simply by increasing 
production, without a corresponding in- 
crease in sales . . . . There seems to be 


1D. L. Raun, “The Problem of Fixed Costs”, 
The Accounting Review, July 1951 
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little more argument for including non- 
variable overhead than for including a 
portion of the selling and general ex- 
penses in the inventory valuation.” 

* . * 


One of the dark clouds that floats 
intermittently back and forth across our 
horizon sustains the frightening suspicion 
that the figure of gross profit may not, 
after all, be significant. The fact is we 
are now sick of this particular cloud and 
would even risk a drenching to be rid of 
it. (Besides, we have defied the ele- 
ments in previous Notes and Comments 
and provoked only the mildest of re- 
actions. ) 

Of course one of the things everyone 
is supposed to do whenever he analyzes 
financial results is to compare gross 
profit with .sales revenue and compute 
the “‘gross profit ratio”. That goes with- 
out saying. One then compares his ratio 
with those similarly prepared for prev- 
ious years. Presumably the gross profit 
ratio is as indispensable to the account- 
ant as is the stethoscope to the doctor. 
Through it the accountant sounds out 
the heart of the business. Any change 
in the regular beat, beat, beat of the 
gross profit ratio suggests all sorts of 
ominous possibilities, including a theft 


of goods. 
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We have tried to suppress our doubts 
about the validity of this technique but 
they do keep recurring. Since, however, 
we think we know what is good for us, 
we do not propose to attack the use of 
the gross profit ratio in every instance. 
We will content self with asking how 
meaningful the ratio is for a business 
that sells several lines of product each 
with a different rate of mark-up. Surely 
then for a comparison of gross profit 
ratios for several years to be valid the 
various lines of product must have been 
sold throughout the period in a constant 
proportion. 

The difficulty we have mentioned can 
of course be resolved by computing gross 
profit for each line of product sold, or 
at least for groups of products with a 
similar mark-up. What concerns us, 
however, is the apparent fact that this 
limitation of the gross profit ratio is not 
sufficiently emphasized by those who use 
or recommend it. We really should be 
more discriminating in the use of the 
ratio. 

* 2 * 

The same limitation turns up in some- 
what more subtle form when the “retail 
method of inventory” is used. The retail 
method of inventory is a means of es- 
timating the cost of year end inventory, 


SOLUTION TO DECEMBER 


PUZZLE 
Let x = number of boys in the family 
and y = number of girls in the family 


(lI) x—l=y 
(2) x = 2(y — 1) 
Substituting equation (1) in equation (2): 


(3) x = 4 
Substituting equation (3) in equation (1): 
M7 = 3 


There are four boys and three girls in the 
family. 





given year end inventory in terms of 
current retail prices. For this purpose 
a record is kept throughout the year of 
all purchases in terms of both cost and 
retail, plus a record of subsequent mark- 
ups, mark-downs, etc. Year end inven- 
tory is reduced from current retail to 
estimated cost for use on the financial 
statements by applying the fraction, 


cost of opening inventory and 
purchases 
retail price of opening inventory 
and purchases 


ignoring for simplicity the role of mark- 
ups, mark-downs, etc. in the calculation. 

Now we submit that if one attempts 
to apply the retail method of inventory 
by a single calculation for all merchan- 
dise on hand he is necessarily assuming 
one of two things. He is either assuming 
(a) that the rate of mark-up on all lines 
of product is fairly constant or (b) that 
the lines with a different mark-up are 
sold continuously in the same ratio. If 
neither of these assumptions is valid, 
then the use of the retail method of 
inventory is only proper if the business 
is departmentalized in terms of articles 
with a similar mark-up. 

o 7 * 


THE JANUARY PUZZLE 
Given the following sum in addition, 
: 2 @ 
a ge 
>» * 
strike out six of these numbers so that 
the total of the remaining numbers shall 
be 20 only. 
(From “101 Amusements for All” by 
Charles F, Bishop) 
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PROBLEMS AND SOLUTIONS 
Solutions presented in this section are prepared by qualified accountants and reflect the 
personal views and opinions of the various contributors. They are designed not as models 
for submission to the examiner but rather as such discussion and explanation of the problem 
as will make its study of benefit to the student. Discussion of solutions presented is cordially 
invited. 


PROBLEM 1 
Final Examination, October 1950 
Auditing I, Question 4 (17 marks) 


(a) Describe three methods by which a dishonest employee might perpetrate an ex- 
penditure fraud by manipulation of trade accounts payable records, and indicate in each case 
appropriate internal control procedures to provide safeguards against such manipulation. 

(b) Enumerate any additional procedures not mentioned in your answer to (a) which 
you consider necessary to provide an adequate system of internal control of trade accounts 
payable. 


A SOLUTION 
Method 1 
Payment to a fictitious creditor on forged invoices or duplicate payments to existing 
suppliers on duplicate statements or invoices. 
Internal controls required 
(a) Allow only original invoices to be passed for payment or set up as payable — dupli- 
cates or other vouchers to require special approval. 
(b) Require receiving slip or approval to be attached to all invoices before passing 
for payment. 
(c) Cancel invoices when paid. 
(d) Require proper departmental, accounting and executive approval before passing 
for payment. 
(e) Make all payments by cheque. 
(£) Require approved vouchers to be presented with cheques for signing. 
(g) Arrange staff duties so that the cashier is not also the accounts payable ledger keeper 
Method 2 
Payment to persons other than payees named in the cash book. 
Internal controls required 
Same controls as in Method 1 and in addition, 
(a) require a clerk, other than the accounts payable clerk to mark off paid cheques 
against cash book (noting names and amounts) when reconciling the bank. 
Method 3 
Failure to record credits for return purchases or allowances for short weights, etc. 
Internal controls required 
Independent reconciliation of accounts payable with creditors’ statements. 
Method 4 
Goods purchased other than for the use of the company. 
Internal controls required 
(a) Sole responsibility for placing orders should rest with one purchasing clerk. 
(b) Purchases should be made on the basis of properly approved purchase orders sup- 
ported by purchase requisitions. 
(c) Requests should be approved by departmental heads. 
(d) A record of each shipment received should be kept and matched with the purchase 
order and the supplier’s invoice, 
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Method 5 
Manipulation of trade and cash discounts. 
Controls as for Method 1. 

(b) Additional procedures 

(1) Alternate the clerks handling the accounts payable. At least see that the regular clerk 
takes his annual vacation all at one time and that his duties are carried on by another 
clerk. 


~~ 
N 
~ 


and 


Establish an internal auditor or other person acting in this capacity who will test-post 


add the individual accounts, trial balance the accounts payable ledger and agree with 


the control account in the general ledger. 


PROBLEM 2 
Final Examination, October 1950 
Auditing II, Question 1 (22 marks) 


As auditor of A Co. Ltd., whose assets total $2,000,000, CA is making his annual 
examination of the balance sheet as at 31 Aug 1949 and of the statements of profit and loss 
and earned surplus for the year then ended. As a result of his examination the following 
matters come to his attention: 


(i) 


(ii) 


(iii) 


(iv) 


(v) 


The assets included £50,000 on deposit in London, England, which for statement 
purposes had been converted at the rate existing at the balance sheet date. On 
September 21 the £ was devalued. 

On September 5, the company paid $85,000 for a tract of land adjacent to the main 
factory building. 

On September 20, the company paid an assessment of $36,000 for additional 
taxes on income of the years 1945 and 1946. This amount had been anticipated 
to the extent of $8,000 by provision in the accounts. 

On September 6 a customer of the company returned allegedly defective goods with 
a sales value of $25,000 and informed the company that it was entering suit for 
damages of four times this amount on account of loss suffered on a contract which 
it had been unable to fulfil within the specified time limit because of the defective 
goods. 

During the last week in September a severe decline occurred in the world market 
price of the basic raw material used by the company. This material constitutes 
40% of the total cost of the inventory on hand at August 31, 1949. 


Required: 


For 
(a) 


(b) 


(c) 


(1) (a) 
(b) 
(c) 

(ii) (a) 
(b) 





each of the above items state: 

The source from which CA probably obtained this information during the course 
of his examination. 

Any further inquiries or procedures CA would undertake as a result of the infor- 
mation so disclosed. 

The treatment, if any, that should be accorded the financial statements. 


A SOLUTION 
Audit of cash and bank accounts and so far as the devaluation of the £ is con- 
cerned, from general news sources. 
Find out date of transfer of the funds, if so transferred. Ascertain details of other 
assets, if any, in the sterling area as at the balance sheet date and their basis of 
conversion. 
Balance sheet note setting out the reduction in valuation. 
Scrutiny of transactions subsequent to the balance sheet date; probably in minutes, 
bank reconciliation or purchase or voucher register. 
Find out if there are any commitments such as building contracts that have been 
entered into along with the purchase, 





& 


2 I EIEIO OS 


a 


NIT TRIRE T  g 


ee 


— 


The Students’ Department 39 


(c) If there are not material commitments no note need be made but if there is, a 
balance sheet note should be included to provide information as to the type and 
amount of such commitments. 

(iii) (a) Examination of tax assessments and returns or scrutiny of transactions (payments) 
after the balance sheet date. 

(b) Check 1947, 1948 and 1949 returns in respect of the disputed items. 

(c) Adjust Provision for taxes payable account to the required amount. 

(iv) (a) Scrutiny of credit notes and receiving reports subsequent to the balance sheet date. 

(b) Secure full information about the circumstances and obtain the opinion of the 
company’s solicitor on the probable validity of the claim. 

(c) Show particulars, if there appears to be any validity to the claim, under contingent 
liabilities. 

(v) (a) In checking the valuation of the inventory from a review of current quotations 
and general news sources. 

(b) Secure cost and current market values of the basic raw materials. Find out, if 
possible, the effect of this price drop on the probable selling price of the finished 
goods. 

(c) Disclose information, including the amount of the drop in value of the raw materials, 
by means of a note on the balance sheet. 


PROBLEM 3 
Final Examination, October 1950 
Auditing II, Question 3 (30 marks) 


Because of the volume of marketable securities held by the A Co. Ltd., the physical 
examination thereof as at the fiscal year end occupies three of the staff of auditors for four 
days. The actual count is commenced at noon on the day following the year end date. 

Most of the securities of the A Co. Ltd. are lodged in the company’s safety deposit 
boxes at the bank, although bonds with a value of several thousands of dollars have been 
pledged as collateral against a loan from the bank. 

The necessary checking of the transactions of the year has been completed by the auditor 
prior to the security count. 

Required: 

List the steps which must be taken by the auditor and his staff in preparation for the 
actual count of the securities, in carrying out the actual examination and at the completion 
thereof in order to verify the figure at which the investments are to be shown on the 
balance sheet. 


A SOLUTION 


1. Steps to be taken before commencing the security count 
(i) Arrange to have a responsible representative of the client on hand at all times 
during the count. 
(ii) Prepare (or have the client prepare) a list of all securities held at the balance 
sheet date. The following details should be shown on the schedule: 
Location of the securities, including securities held as collateral and for safe- 
keeping; 
Description of the securities, including the name of the issuer, the number of 
shares and bonds, and the par value, if any. 
(iii) Take steps to ensure that the safety deposit boxes containing the securities are not 
opened between the close of business on the year end date and the time CA enters 
to do the count. Either advise the bank that access to the boxes is to be refused 





(iv) 


(v) 
(vi) 
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or personally seal the boxes at the close of business on the year-end date. 

Draw up a program to be followed during the count. The program should be 
designed to keep the time required for the count to a minimum. The time element 
is important because the program must provide for continuous control over all 
the securities, with some possible inconvenience to the client. The program must 
be designed to preclude a fraudulent substitution or duplication of securities during 
the count. 

Arrange for all cash and all bonds and stocks to be accounted for simultaneously. 
Check the listing prepared by the client. (This may be done when CA returns to 
the client's office to do the balance sheet work.) 


2. Actual count and examination of securities 


(i) 
(ii) 


(iii) 


(iv) 


(v) 


(x) 


(xi) 


Arrange for CA and his assistants to meet the client's representative at an appointed 
time either at the bank vault or at the client’s office. 
Make sure that the client’s representative is present at all times. 
CA or his assistants should see that the boxes have not been opened since the 
year end date. This means that he must either get a letter from the vault keeper 
or examine the seals placed on the boxes at the year end. 
CA or his assistants will remove boxes as required, and seal the balance of boxes 
if not already sealed. 
CA or his assistants will remove a// contents of each box and replace them when 
the count of each box is completed. 
CA or his assistants will maintain a record of each box as cleared, return the box 
to the vaults and seal again. 
All contents of boxes must be carefully examined. 
Details to be noted and checked as securities are examined: 
(1) Issuer’s name, 
(2) Description — 
bonds — rate of interest, interest dates, maturity dates, redemption terms, 
stocks — class of shares, (preferred or common) details of each class, 
(3) Whether registered in client’s name, and if not whether in bearer form or 
properly endorsed. 
(4) Serial number of bearer and endorsed securities (for use in checking in 
future count). 
Par value and number of shares or bonds. 
Date of last coupon attached — if any coupons subsequent to the year end 
have been clipped in advance, note should be made of them and these coupons 
subsequently examined — all coupons attached should be dated subsequent to 
the balance sheet date. 
As securities are counted and examined details noted above should be checked to 
the listing prepared beforehand. 
Anything unusual or out of line (difference in count and list, coupons, etc.) should 
be noted and brought to the client’s attention and cleared before the completion of 
the count. 
CA or his assistants should examine the seals on all boxes every morning and night. 


3. On Completion of Count 


(i) 
(ii) 
(iii) 
(iv) 


(v) 
(vi) 


Scrutinize lists prepared in advance and checked by actual count to make sure every- 
thing has been counted that should have been. 

Check lists to securities ledger, if not already done before the count. 

Have the client’s representative sign the count sheet as having been present at the 
count. 

Clear to a closing trial balance of securities (prepared prior to the count). 
Check the market value of the securities. 

Secure detailed confirmation from the bank on securities held as collateral. 





